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Do squirrely figures drive you nutty? 


Comptroller Carl Cage works himself 
and his office overtime all the time. But 
to look at the acorn’s worth of work he 
produces you’d say, ‘““‘Busy man, you’ve 
had a little day.” 


His people tell Carl they could do 
their fact-ferreting fast with modern 
methods, but they can’t see beyond the 
end of his ‘“‘no’s.’”’ Carl is penny-wise. 
Low-cost Keysort cards would get out 
his payrolls and reports fast as a chased 
squirrel spurts up a tree. 
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Congratulations, sir! Your bandaged beak 
is a badge of honor! 

It’s a sure sign that you, like most of us 

these days, have been keeping your nose 
to the grindstone—working your hardest 
just to keep your family living the way 
you want them to live. 
But what of the future? Your nose can’t 
take it forever. Someday you'll want to 
retire, to follow the hobbies and take the 
trips and do the things that you’ve always 
dreamed of doing. 

That’s going to take just one thing— 
MONEY! And will you have it when you 
want it? 
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Bonds automatically—on the Payroll Sav- 
ings Plan where you work. 


It’s just about the easiest, surest, fastest 
way of building financial security that 
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and grindstone! 
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SEE HOW MUCH NATIONAL MECHANIZED ACCOUNTING CAN SAVE! 


Concerns of every size and type report savings up to 30%—often more! Savings are 
frequently enough to pay for the entire installation in the first year. National’s 
time-and-money-saving features make this possible. The removable form bar 

shown above, which quickly adapts this National Accounting Machine to various 
jobs, is but one of five outstanding features——and only National has 
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reduces costs. Ask your National representative about the savings 

and advantages of a modern National System. 
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What’s Wrong with the Tax Law? 


(A Symposium ) 


To program of the first monthly 
meeting of the Society’s 1948-49 
series, held at the Waldorf-Astoria on 
October 18, 1948, had as its theme the 
topic, ““What’s Wrong With The Tax 
Law °” 

The views represented were those of 
Labor (Solomon Barkin), Business 


(Ralph E. Burgess), Investors ( Frank- 
lin Cole), the Professions (Harry Sil- 
verson), and Cooperatives (Walter L. 
3radley). J. K. Lasser, chairman of 
the Society’s Committee on Federal 
Taxation, acted as moderator of the 
meeting. 


ee 


FROM THE VIEWPOINT OF LABOR 


By SoLtomMon BARKIN 


at American reviewing our pres- 
ent Federal tax system is aware 
that we cannot escape the cost of oper- 
ating our Federal government which is 
now in excess of $40 billion per year 
and which spends 16 percent of our 
gross national product. At best we can 
arrange to distribute the burden of 
federal taxes upon a basis which is 
more equitable and in consonance with 
the basic goals of our tax system. 
Nor do we think that the recurrent 
barrages of propaganda for reduced 
Federal expenditures are sincere. Gen- 





Sotomon BARKIN, economist, is 
Director of Research for the Textile 
Workers Union of America, CIO. 
He was formerly Chief of the Labor 
Section of the Division of Industrial 
Economics of the United States De- 
partment of Commerce and, prior 
thereto, Assistant Director of the 
Labor Advisory Board of the NRA. 
Mr. Barkin is a member of the Na- 
tional Planning Association and the 
American Economic Association. 
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erally, they are intended to divert at- 
tention from the claims for special ex- 
emptions and privileges. After the ex- 
perience of the 80th Congress, it should 
be obvious to all groups that such ex- 
penditures cannot be reduced in any 
truly significant proportion. It is ele- 
mentary to observe that three-quarters 
of our Federal expenditures are neces- 
sary to cover the cost of past wars, 
present defense measures and foreign 
aid. Recent reductions in Federal ex- 
penditures have frequently been ficti- 
tious. Many of the real cuts have 
crippled our essential Federal services 
necessary for the efficient conduct of 
government, industry and the commu- 
nities. We are seriously suffering from 
these curtailments. The discussion of 
the day should center about the means 
of restoring essential services rather 
than the further curtailment of them. 
In assessing the types of changes 
which are vitally necessary in our Fed- 
eral tax system, the first fact is that 
our low income groups are already 
weighed down by regressive sales, ex- 
cise and property taxes levied by our 
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state and local governments. They pay 
for the various subsidies, grants, privi- 
leges and exemptions granted to busi- 
ness and property by these same units 
of government. Moreover, the Federal 
government also derives much of its in- 
come from regressive taxes including 
the Federal excise and payroll levies. 
To be equitable, therefore, the Fed- 
eral tax system must rest primarily 
upon individual and corporate income 
taxes. In view of the regressive nature 
of the other taxes, it is essential that 
these income taxes be truly progres- 
sive. The burden of the other taxes 
falls heavily upon the low income 
groups. The income tax should fall 
upon those able to pay. Claimants for 
exemption or lower levies are gener- 
ally suggesting that their current share 
be further shifted to the mass of low 
income receivers. Such action can only 
make our tax system less equitable. 


In considering the design of our pres- 
ent Federal tax system, we must also 
assure ourselves that it contributes to 
the maintenance of a balanced, full- 
employment economy. Certainly in a 
country such as ours which is constantly 
threatened by over-saving and under- 
spending, the tax system must play its 
part by moderating these tendencies. 


We believe that the tax system, to- 
gether with fiscal and monetary poli- 
cies, cannot be relied upon alone to ef- 
fect such stability. But they can offset 
to a considerable degree the extremes 
of inflation and deflation. Our recent 
experience shows how important they 
can be. In no small part these pro- 
grams helped to keep our economy 
operating at full employment for an un- 
precedentedly long period. It was also 
helped by the dynamics of our private 
economy. While sellers capitalized on 
shortages to collect extraordinary prof- 
its, workers were pressuring for higher 
wages which helped to keep our econo- 
my in high gear. The governmental 
fiscal and monetary policies helped both 
to achieve full activity and to siphon 
off some of the most excessive profits. 
Unfortunately, the repeal of the excess 
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profits taxes lowered the effectiveness 
of our tax system in minimizing infla- 
tionary pressures. 

Governmental tax, fiscal and mone- 
tary policies must always be geared in- 
to our programs of assuring full em- 
ployment. Unfortunately, we cannot 
place an undue burden upon them. The 
economists and business men who do 
are seeking an easy solution for the 
problems of modern capitalism. They 
know well that the business groups re- 
sponsible for the cyclical pressures are 
the ones which either control govern- 
mental policies or exercise a powerful 
veto or restraint upon them. They have 
never favored and have, in fact, re- 
sisted tax, fiscal and monetary policies 
which would completely offset the im- 
balances created by the policies and acts 
of the participants in the private econo- 
my. We know too well the agitation of 
the National Association of Manufac- 
turers during the last few years and the 
outcries against the tax and expendi- 
tures programs instituted by the Roose- 
velt regime, to expect that these govern- 
mental policies can carry the full 
burden. 

But they must be shaped so that tax 
policies do perform their modest role 
and are not completely ineffective in 
assuring continued full employment. 
True, the basic goals must be to ap- 
proximate full employment through the 
conduct of our private economy, but in 
our society the tax and fiscal policies 
can measurably aid these forces. Cer- 
tainly these policies and levies should 
not aggravate inflationary or deflation- 
ary trends which may be gaining domin- 
ance at some particular period. 

The 1948 tax law violated the above 
guides for a good tax system. It 
granted relief to the high income 
groups in the guise of relief to the low 
income groups. No one was mislead. 
Forty per cent of the tax reduction was 
enjoyed by five per cent of the tax- 
payers. The lower fifty per cent of the 
taxpayers received twenty-one per cent 
of the reduction. Presidential vetoes 
prevented an even more inequitable tax 
law. 
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What's Wrong with the Tax Law? 


In assessing the changes required in 
our present tax system in the light of 
the above general guides, it is patent 
that the major needs are an increase in 
the personal exemption from $600 to 
$1,500; the elimination of the numer- 
ous loopholes in the tax law; and the 
revamping of the system ,of estate and 
gift taxes to improve the revenue and 
reestablish these levies to a form where 
they can accomplish their original pur- 
poses. We also recommend that in this 
period of extraordinarily high profits, 
secured through unreasonable price 
policies and monopolistic practices, an 
excess profits tax be levied to divert 
such excesses to the public treasury. 


The need for a higher personal ex- 
emption is apparent to all. The cost of 
living for the great mass of people has 
risen significantly. The low income 
groups are carrying an undue propor- 
tion of our total tax bill. Their living 
standards are threatened. Unlike most 
property groups, the low income groups 
are unable to enlarge upon the exemp- 
tions within the law with the aid of 
astute advisers steeped’in the shades 
of meaning and the varieties of inter- 
pretation. 


The second change should be the 
elimination of the various loopholes 
which abound in the tax law and which 
permit men with considerable incomes 
to escape their reasonable share through 
one tax dodge or another. A summary 
reading of administrative rulings, court 
decisions and congressional hearings 
readily reveals the resourcefulness and 
ingenuity of tax advisers to American 
business and property holders. It is of 
course hardly necessary for a layman 
to recite the tricks of the trade to prac- 
titioners. But the listing of a few might 
be helpful. Among the important loop- 
holes which must be plugged is the use 
of family, income, short-term, philan- 
thropic, and educational trusts for tax 
avoidances. Nor do we think that our 
laws should condone the operation of 
commercial enterprises and business 
activity without an appropriate tax re- 
sponsibility by such trusts and founda- 
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tions. The present opportunities for tax 
avoidance and postponement of tax 
through corporate reorganizations 
should be plugged. Corporate taxes 
should be paid on the appreciation in 
the value of corporate stock or property 
regardless of whether the sale is tech- 
nically by the corporation or the share- 
holders. 


A further necessary step is the repeal 
of the preferential treatment granted to 
capital gains. The current rate results 
in a considerable reduction of income 
to the Federal government from a 
source which is able to pay. Many 
tricks are now employed to convert 
ordinary income into long-term capital 
gains. Moreover, during the last few 
years, businesses have been sold for the 
purpose of evading the tax law, by con- 
verting the income into capital gains 
and erecting a higher base for the cal- 
culation of base period for the deter- 
mination of excess profits rates. Many 
war-time millionaires have sprung from 
this practice. These machinations have 
weakened industry and threaten to 
leave wreckage behind them. Many 
present business transactions would be 
unnecessary if there were no distinc- 
tion in the handling of the two types 
of income, ordinary and capital gains. 


We urge the integration of the estate 
and gift taxes into a single transfer tax 
with rates closely related with the in- 
come taxes. Elementary justice de- 
mands it. We adopted these taxes be- 
cause we believed that the inheritance 
tax is levied upon property which is 
best able to pay. Now, large estates 
can arrange for the avoidance of all but 
a small fraction of their entire tax 
through a proper distribution of gifts. 
As a result of the present loophole 
trusts are being employed to maintain 
capital over generations and to perpetu- 
ate dynastic control of business. They 
provide an easy avenue of escape from 
taxes. The alignment of taxes would 
do much to right the imbalance in tax 
loads now existing between the low and 
high income groups. Exemptions from 
the law should be lowered and probably 
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a differentiation established in accord- 
ance with the relationship of the heir. 

The extraordinarily high profits being 
enjoyed by business are built on un- 
sound price policies and result from 
unfilled demands created by the diver- 
sion of production to war materials. 
Sellers are exploiting this temporary 
condition to mulct the buyer. There 
have been no restraints since the OPA 
was repealed at the behest of business. 
Profits are still continuing to rise; in- 
dustrial prices are going up steadily; 
second quarter corporate profits are 
estimated at annual rates of $33.4 bil- 
lion before taxes, and $20.4 billion after 
taxes. These extraordinarily high re- 
turns are feeding inflation and softening 


our economy. Monopolistic practices 
are tightening these high levels of 
profits. An excess profits tax would 


provide a restraint on private price poli- 

well as offset the unhealthy 

effects of excessive diversion of income 

to business profits. It would also con- 

tribute to the provision of a substantial 

surplus which is needed for debt re- 
tirement. 

Before closing, it is imperative that 

I express myself on the relation of our 


cies as 


tax system to our current supply of 
equity capital. There is no shortage of 
funds for investment. Money obtained 
by corporations through preferred and 
common stocks was about $1.3 billion 
in both 1946 and 1947, more than in 
any other year except 1928 and 1929. 
American corporate business has a 
more favorable equity-debt ratio than 
at any time prior to the war. The un- 
distributed profits have risen to unpre- 
cedentedly high levels and helped finance 
the expansion. Huge funds are accu- 
mulating among trusts, foundations, 
insurance companies and other similar 
forms. The challenge we face is to pre- 
vent huge capital accumulations in the 
former and to develop broader uses for 
our funds in insurance companies so 
long as the American saver places such 
a high premium on this form of saving. 
Finally, we may state that we are 
basically opposed to the exemption of 
corporate dividends from personal in- 
come tax. If any correction is to be 
made in this area, it should be to end 
the present lenient treatment granted 
to companies in their accounting for 
interest costs on loans and bonds. 


oe 
FROM THE VIEWPOINT OF BUSINESS 


By Rateu E. Burcess 


I HAVE been asked to give you the 
views of business on this important 
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question, and I think I have the best 
part of the program because it is my 
observation that businessmen, almost 
without exception, feel that what is 
good for the country is good for busi- 
ness, and that this view extends to 
taxes. Therefore, I can afford to direct 
your attention to some of the broader 
aspects of Federal tax policy. 

Although representatives of business 
might, and do disagree among them- 
selves, or with other groups, on certain 
details of Federal tax policy, I think 
that there is a rather general agreement 
among all elements of our society on 
the following broad principles of taxa- 
tion: 

1. Our Federal Government should have 
a unified fiscal policy under which expendi- 
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tures and taxes are coodinated with the needs 
of a healthy national economy. 

2. The tax system should be both broad 
and flexible—broad enough to avoid placing 
undue reliance on any single type of tax, or 
an undue burden on any one group of tax- 
payers, and sufficiently flexible to permit 
some shifting of emphasis as economic condi- 
tions vary. 

3. Taxes should not be permitted to de- 
stroy the incentive, which would otherwise 
exist, to work, to save, and to invest. 

4. Taxes should be certain in amount 
under a given set of conditions, and it should 
be possible to ascertain that amount as soon 
as the pertinent facts are known. 

5. The importance of taxes in making 
everyday decisions, whether the question be 
to buy the wife a new fur coat, or to pay 
dividends to stockholders, should be lessened. 

6. And it goes without saying, that taxes 
should be equitable in their final incidence, 
so far as that can be determined. 


Now, how would most businessmen 
go about meeting these objectives at 
this time? 

To meet the first—a unified fiscal 
policy—it is felt that stricter Con- 
gressional control over expenditures is 
required. The means for accomplishing 
this already exist in the Legislative 
Reorganization Act of 1946. 

To achieve the second—that of a 
broad and flexible tax system—busi- 
ness leaders generally believe that ex- 
cise taxes should continue to be levied 
upon a broad base, while less emphasis 
is placed upon the income tax. Under 
the existing system, a moderate varia- 
tion in economic conditions could result 
in a serious crisis in Federal finances. 
The excise taxes are known for their 
stability of yield over the economic 
cycle, while income tax revenue rises 
and falls to an even greater degree than 
do general business conditions. This is 
not to say that there should not be 
some adjustment of wartime excise 
rates in order to diminish the discrimi- 
nation and inequities of tax among dif- 
ferent classes of goods, and some elimi- 
nation of those taxes which produce 
only small receipts. 

The third principle—which main- 
tains that the incentives to work, to 
save, and to invest should not be de- 
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stroyed by the tax system—is one of 
the most important to the health of our 
national economy. Our income tax sys- 
tem now drains off the surplus funds 
of individuals whose savings in the past 
were invested in America’s future. We 
are now short of plant, machinery, and 
new industries largely because during 
the last twenty years we have failed to 
plow back into expansion the tradi- 
tional one-fifth of our annual national 
product, and we have failed to maintain 
this rate primarily because of high 
taxes. At the same time, taxes on the 
consumers, on which business depends 
to sell its products, have become un- 
duly burdensome, and the rising cost 
of living has made matters even worse 
for this group. Business leaders are 
unanimous in their view that these situ- 
ations should be corrected at the earliest 
possible moment. It has, therefore, 
been recommended by various business 
groups that the individual income tax 
be further reduced all along the line 
and that the highest rate of the gradu- 
ated tax be held to 50 per cent. 


As to the fourth and fifth points: 
Examples, with which you are un- 
doubtedly familiar, of provisions of the 
law that tend to make a taxpayer’s lia- 
bility extremely uncertain in amount, 
or that interfere with normal business 
judgment in arriving at everyday deci- 
sions are: Section 102, which imposes 
the penalty tax on undistributed earn- 
ings; the provisions dealing with de- 
preciation; those involving the carry- 
over of net business losses; the rulings 
on stock options ; and Section 722, deal- 
ing with relief from excess profits 
taxes. 

First, to consider Section 102. Of 
course, the most important faults in this 
section will be corrected if H.R. 6712 
is enacted in its present form. As you 
know, the bill shifts the burden of proof 
to the Commissioner, excludes long- 
term capital gains from Section 102 net 
income, and permits the deduction of 
dividends paid within 75 days after the 
close of the taxable year. Not included 
in the bill, however, is the recommenda- 
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tion made by several business groups 
that the tax should apply only to that 
part of the undistributed Section 102 
net income which is unreasonably ac- 
cumulated. ‘The Bureau and the prac- 
ticing attorneys evidently differ as to 
the feasibility of drawing this distinc- 
tion. It has been pointed out that in 
practice the division would be made by 
compromise and that inclusion of this 
procedure would probably involve an 
increase in the penalty rate. Even so, 
the situation might be better. Under 
H.R. 6712, management is to be per- 
mitted to state a case which must*be 
overthrown by the Commissioner, but 
the fact is that management is definitely 
handicapped in making its case by the 
present tendency to limit the issue to 
the earnings of one year and to their 
disposition. Investment plans often in- 
volve periods longer than one year. If 
it were feasible, there should be enough 
flexibility in the procedure to permit 
the taxpayer a certain leeway, say three 
years, within which to execute his plans 
for the application of funds. 


The subject of accounting methods 
for depreciation is one that is currently 
much discussed. The question we are 
concerned with goes to whether, for tax 
purposes, depreciation charges should 
be allowed on the basis of current re- 
placement cost rather than original cost. 
[ have recently heard this question dis- 
cussed at some length by businessmen. 
While there is certainly no unanimity 
of opinion on the question itself, there 
does seem to be a consensus that it 
would be unwise for business to seek 
this additional allowance at this time. 
Several reasons have been expressed 
for this view. 

First, there is a realization that other 
groups than business have also suffered 
as a result of rising prices. For exam- 
ple, what of the millions of individuals 
who purchased savings bonds on the 
promise that they would be returned $4 
for every $3 invested, and who are now 
finding that $4 will not purchase the 
same goods that the $3 would have pur- 
chased when the bonds were bought? 
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This situation, and other similar ones, 
are certain to be held up to business 
groups if they seek to provide relief for 
themselves for the excess of current re- 
placement costs over original costs. 

Second, it is recognized that if jus- 
tification can be made for increasing 
the depreciation allowance in times of 
rising replacement costs, it would not 
be too unreasonable to require that such 
allowances be reduced, in times of much 
lower prices, perhaps even to a level 
below that based on original cost. Obvi- 
ously, there are grounds for making 
the proposition work both ways. 

Finally, there is reluctance to sup- 
port this proposal because of the poten- 
tial revenue loss to the Treasury, which 
could be substantial over the short- 
term. 

On the other hand, representatives 
of business do favor some liberalization 
of the depreciation provisions. One 
group has suggested that a range of 
reasonable allowance be recognized and 
that the taxpayer’s determination 
should not be subject to rejection if it 
falls within that range. The Magill 
Committee, with which I was privileged 
to be associated in a consulting capacity, 
recommended that a deduction be al- 
lowed for the depreciation claimed by 
the taxpayer on his return, in accord- 
ance with the method of computing de- 
preciation and the rate used in his 
books of account. It was also sug- 
gested that once the taxpayer had 
determined a rate and method of depre- 
ciation for an asset, he should be re- 
quired to continue its use, unless per- 
mission to change were granted by the 
Commissioner. 

Some have recommended that the 
taxpayer be permitted an option to 
write off 25 per cent of current capital 
expenditures as a current expense, de- 
ductible either in the year of expendi- 
ture or over a period of 5 years. My 
personal feeling with respect to this 
suggestion is that it would be hazard- 
ous to adopt it at this time because of 
its potential inflationary effect on build- 
ing costs, which are already very high, 
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and the possibility of huge short-term 
revenue losses if it should be followed 
on a wide scale by business. (Obvi- 
ously, over the long-run there would 
be no net loss to the Treasury.) 

Before leaving the subject of depre- 
ciation, I should point out that business 
groups seem to be completely in accord 
in favoring application of the tax bene- 
fit rule to adjustments of the current 
basis of property, in order to permit 
taxpayers to recover cost out of tax- 
able income. 

On the subject of carry-over of busi- 
ness net losses, there is at least agree- 
ment that the carry-forward should be 
lengthened, especially to help new busi- 
nesses, and most groups favor retention 
of a minimum of a one year carry-back. 
The specific proposals that I have seen 
range anywhere from no carry-back 
and 7 years forward, to 3 years back 
and 6 forward. I think it is generally 
recognized that the carry-forward is of 
greater importance than the carry-back 
as an additional stimulus to venture 
capital. As you know, H.R. 6712 pro- 
vides a 1 year carry-back and a 5 year 
carry-forward. 

I have now covered in some detail 
the matters that probably interest you 
the most. I shall review briefly some 
of the other areas, where, in the opinion 
of most businessmen, the tax law needs 
correction. 

On stock options, H.R. 6712 pro- 
vides considerable improvement over 
the existing situation. However, it is 
believed by many that the holding pe- 
riod should be established at 2 years, 
rather than 3, and that it should start 
to run from the date of granting the 
option rather than from the date of 
exercising it. There is also some senti- 
ment in favor of widening the non- 
penalty differential between market 
price and the option price at the time 
the option is given. 

With respect to the undue impor- 
tance of Section 722, I can cite two ex- 
amples taken from my own recent ex- 
perience. In the early stages of our 
work on the Section 722 claim of one 
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large company, the president of that 
company notified all his associates that 
to provide us with the information we 
needed for the claim they should be 
prepared, if necessary, to lay aside 
everything they were doing for the 
company for a period of three months, 
because if the company were reasonably 
successful on the claim, the refund 
would more than equal a quarter’s net 
profit, and moreover, would be free of 
tax! In another instance, following the 
first conference the lawyer and I had 
with members of the Section 722 com- 
mittee in the field, I wrote our client 
that the Bureau people seemed to have 
a “sympathetic attitude toward the 
Company’s claim”. During the next 
three days the market price of that 
company’s stock rose by over 50 per 
cent! Something is obviously wrong 
when taxes, or possible tax refunds, 
have this much influence. 


A perennial problem is the double 
taxation of corporate earnings. It is 
generally felt that this form of double 
taxation should be reduced or elimina- 
ted; however, the facts that the actual 
extent of this double taxation is un- 
known, that most businessmen admit 
shifting corporate taxes to consumers, 
coupled with the lack of any too satis- 
factory a method for dealing with it, 
and the potential revenue losses, have 
caused several groups to give other 
matters priority in their proposals. 


In closing, I should like to comment 
on the views of business toward the 
rate of the corporate tax. With the 
exception of those who feel that the 
so-called “notch” rates applicable to 
the smaller corporations should be ad- 
justed, to my knowledge there is no 
important business group currently 
seeking a lower rate for the corporation 
income tax. Perhaps this is a result of 
the better understanding of the in- 
cidence of taxes, and especially of the 
effect of the individual income tax on 
incentives. On the other hand, I am 
sure that when the Government’s 
budget situation permits, businessmen 
would like to see the corporate rate 
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taxes on 
dividends and on con- 


" al “4 1 
repeal of the 


h to imply that the faults 
are limited to those I 
Nor do I think that all 





f these will be corrected immediately ! 


I do 


posals would go a long way toward 


believe that adoption of these pro- 


insuring a continued high level of pro- 
duction, employment and incomes. 


> 
FROM THE VIEWPOINT OF INVESTORS 


By FRANKLIN COLE 


I AM asked to attempt to contribute a 
few words to vour thinking involving 
taxation in the interest of the investor. 
There is an investor problem; it is a 
serious one, and not all phases of it 
relate to taxation. I will try to stick 
to my knitting and confine my remarks 
to the tax this problem. 
Those who are accustomed to the pre- 
cision of accounting detail and the 
painstaking care that goes into auditing 
are probably the most critical group to 
address on a subject where conclusions 
must rest, in large part, on what would 
happen given certain suppositions. 
Since accountants have been known to 
differ as to the proper way to handle 
inventories and reserves, involving only 
the past and present, [ hope you will 
itical rather than cynical of judg- 
future relating to the 


be critical rat] 
ments as to the 

xation which I have been 
to discuss. 


aspects oft 
I 


aspects of ta 
assigned 
There are at present in this country 
two chief sources of venture capital: 
the larger corporation, investor-owned ; 
and the rank and file of individual in- 

vestors. 
| | 


wore q . 1.9° 
Today our largest business establis! 
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ments are generating the bulk of our 
pure venture capital through their re- 
tained earnings, depreciation and de- 
pletion allowances, and in many in- 
stances, through borrowing. These 
funds contribute to the great channels 
of research and experimentation which 
account for our technological advance- 
ment. Surplus funds of this character, 
unemployed in the specific operation, 
are brought into use in the acquisition 
of similar businesses, usually smaller 
companies. There is a small business 
problem. That problem cannot be di- 
vorced from the investor problem if our 
economy is to remain healthy. 

We seem to observe on all sides of 
us a tendency for the big to grow 
bigger while that same struggle on the 
part of small enterprise to gain a suc- 
cessful footing continues apace. The 
mortality rate among new undertakings 
is very high. It is most difficult for 
the beginner to gain a satisfactory 
credit status because of size, ensuing 
competition, and, usually, the factor of 
one-man management. One of the gross 
injustices of the tax laws is the 53% 
corporate rate levied on the second 
$25,000 of earnings while the effective 
tax rate on the first $25,000 is 23%, 
and over $50,000 38%. Why the 53 
per cent? 

There is an extreme in progressive 
taxation of individual incomes that 
meets diminishing returns. A ceiling 
of 50 per cent as an effective rate would 
remove this injustice and the loss of 
revenue should not, in my judgment, 
exceed $500 million. This sum, weighed 
against the advantages as an incentive 
in those income brackets that have tra- 
ditionally supplied much of our venture 
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capital, leaves little room for argument 
against this proposal, These two con- 
siderations, together with double taxa- 
tion of dividends and the capital gains 
taxes, embrace the major criticisms I 
have of the present tax laws from the 
investor point of view. 

One single statistic concerning in- 
vestment overshadows all others. In 
eight years, 1940 to 1947, individual 
investors in the United States reduced 
their holdings of securities outside of 
United States savings bonds, other 
United States government bonds, state 
and local government obligations, by 
approximately $1 billion, yet in the 
same period they increased their liquid 
savings by $184 billion. These, let me 
add, are not my figures or the twisted 
statistics of any Wall Street group or 
private economic research organiza- 
tion; they are to be found simply by 
adding figures published in the studies 
of the Securities and Exchange Com- 
mission on the Volume and Composi- 
tion of Individual Savings. They are of 
a “Believe it or not” character. The 
data include bonds, preferred stocks 
and common stocks of all corporations. 
In only one year did the investments 
of individuals absorb $1 billion of sav- 
ings, and that was in 1947, Compare 
this sum with liquid savings in 1947 of 
approximately $9 billion. In other 
words, taking this whole period to- 
gether we have to talk not about inves- 
tors and investment, but about dis- 
investment. 

3usiness has been able to finance 
recently by putting back an unusually 
large part of earnings and by heavy 
borrowing, but debt has to rest on 
sufficient equity money to be sound, 
and companies will not always have the 
present rate of earnings. When we dis- 
cuss liquid saving we are talking about 
new money. The equity market, repre- 
senting, so to speak, “old money” that 
has already been invested as compared 
with new, is stagnant. What activity 
has taken place is little but a churning 
of funds. 

Now, you may be a liberal or a con- 
servative, a Keynsian or what not— 
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investors, except for financial institu- 
tions, are not investing, and I have no 
question as to where the trouble lies. 
In a business economy in which invest- 
ment is the breath of life, instead of 
stimulating investment, our capital 
gains taxes and double taxation of divi- 
dends are depressing factors. 
Actually, every tax is a burden and 
when we speak loosely of using taxes to 
stimulate venture capital, we really 
mean that revison in our tax structure 
is needed, or the kind that will: make 
taxes less of a burden or hindrance. 
3ut in making recommendations for 
changes in the crazy-quilt which com- 
prises Federal taxation, the serious stu- 
dent must remember that we can hardly 
begin as though we were writing on a 
blank sheet; and furthermore, no 
change, however desirable in itself, can 
be countenanced that does not respect 
the money-raising necessities of a na- 
tional budget which has to envisage 
receipts of $45 billion for fiscal 1950. 
Because my time is short, and to 
facilitate expression of your differences 
with my conclusions, I shall make them 
specific and as clear as I know how. 


As to Capital Gains: 

1. The income of an individual for 
any stated period of time is the value of 
that part of his gross income which can 
be used up—by taxes or otherwise— 
without impairing the prospects of 
equivalent gross receipts in any subse- 
quent similar period. Income being a 
flow from a fund of capital, it follows 
that capital gains are not income, and 
that capital gains and losses are addi- 
tions to or subtractions from capital. 

2. Recognizing, however, the long 
history of capital gains taxation on our 
statute books and the strength of the 
ability-to-pay thesis, I am not plumbing 
for the complete elimination of taxes 
on capital gains, regardless of the 
validity of the contention from a theo- 
retical point of view. 

3. Capital gains taxation is unim- 
portant as a source of revenue. Its 
most vehement supporters cannot point 
to a single recent year when revenues 
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from this source were of real signifi- 
cance, Maximum receipts amounted to 
$576 million in 1928. No change was 
made in the treatment of capital gains 
between that year and 1931, when re- 
ceipts amounted to only $90 million. In 
1941, revenues were but $12 million, 
while for 1947 the estimate is some 
$300 million. 

4. Capital gains taxes affect most 
severely those who are the traditional 
risk-takers. Therefore, they discourage 
risk-taking investment, especially when 
gains are heavily taxed and offsets 
from losses are restricted. At present, 
it is most essential to reverse the trend 
favoring debt financing versus owner- 
ship, and the channeling of a large part 
of savings into financial institutions. 

5. I therefore recommend a reduc- 
tion of the effective rate on long-term 
gains to 10 per cent, and the offset of 
losses against ordinary income to the 
extent of $5,000 annually. This revi- 
sion would also call for a reduction in 
the holding period of 6 months. 

6. The effect of the revision would be 
to make risk ventures more attractive. 
While a more liquid and orderly stock 
market would result, I am sure no un- 
due speculation would be witnessed. In 
1929-31, in contrast with today’s con- 
ditions, margin requirements were low, 
there was no SEC with its broad regu- 
latory authority; and the standards of 
the securities business today are very 
different from what they were twenty 
years ago. 

I have not mentioned the funda- 
mental injustice of neglecting the fact 
that in a period of inflation, profits 
from capital gains are largely an illu- 
the mistake of thinking of 
captial gains as if they were entirely 
concentrated in securities. The whole 
subject is one of unusual difficulty and 
complexities. To illustrate, one of the 
most respected economic research foun- 
dations has had a study under way for 
some five years or more and still has 
not published its report. 

One concluding thought: The tax 
treatment of capital gains is certainly 
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sion, or 


not a closed book. Nor should we close 
our minds to changes that would pro- 
mote the equitable treatment of inves- 
tors and not cost the government 
needed revenues. On balance, I be- 
lieve the changes I have proposed 
would lift the receipts of the Treasury 
by unfreezing large funds now main- 
tained in stocks. 


As to Double Taxation of Dividends: 


1. I do not know of one recognized 
authority who is satisfied with our 
present double counting in the taxation 
of corporate earnings and dividends to 
individuals. 

2. The whole problem simmers 
down to the integration of taxes on 
corporate earnings and personal in- 
come. In the beginning, Congress 
clearly intended to consider them as 
one, for, by the Revenue Act of 1913, 
corporations paid a 1 per cent income 
tax, and dividends received by indi- 
vidual stockholders were exempt from 
the 1 per cent normal tax. Beginning 
with the Revenue Act of 1918, how- 
ever, the corporate tax rate and the 
personal normal rate were divorced 
and, unlike many married couples who 
part, re-marriage has never taken place. 

3. Many ways have been recom- 
mended for solving the problem, some 
good if not perfect, others indifferent 
or administratively not feasible, and 
others just bad. A revival of the 1936 
undistributed tax law in some form 
would have disastrous consequences. It 
has been suggested that undistributed 
profits be taxed as capital gains to the 
stockholder, which rests on the false 
assumption that additions to surplus 
are always reflected in the value of 
securities. 

An ideal way would be to treat the 
entire net income of corporations as if 
the corporate entity did not exist, and 
treat it as a partnership or individual 
enterprise. This mehod, however, has 
serious administrative difficulties in the 
case of large corporations with numer- 
ous stockholders. 

4. Considering the Treasury’s reve- 
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nue requirements and looking at the 
matter practically, I propose a dividend 
credit to individuais. This is not in- 
tended as an ideal solution. Its merits 
are simplicity and directness and it will 
serve until the advent of a more settled 
period, in which a general revision of 
the Federal tax structure can be more 
readily undertaken. 

I propose that we begin with a very 
nominal credit equal to the present nor- 
mal tax of 3 per cent for one year and 
lift the credit to at least 10 per cent in 
the following year. In this way, Con- 
gress will recognize the principle of 
relief wtihout too great a loss of reve- 
nue, and the promise of more thorough- 
going revision will be implied. 

What will be the effects of the adop- 
tion of this proposal? In my judgment, 
the effects cannot be measured merely 
by the amount of the tax reduction. 
The whole atmosphere toward invest- 
ment has been surcharged with hostility 
or at least indifference. Investors will 
be encouraged, and the doldrums in the 
stock market will be relieved. It will 
be easier for corporations to sell equity 
securities and the trend toward debt 
securities will be counteracted. There 
are consequences which are of signifi- 
cance not only to the investor—they go 
far beyond, to the maintenance of full 
employment as the pipelines are filled 
and business expenditures on new plant 
and equipment taper off. 

A word about revenues for this fiscal 


year ending June 30th next. At pres- 
ent, with withholding receipts picking 
up, reflecting increased wages, Federal 
revenues may conceivably reach last 
year's figure of about $45 billion. This 
is despite tax relief voted this year of 
$4.8 billion. It is too early to make a 
positive prediction. Expenditures, with 
due allowance for rearmament and 
ECA, should not exceed $42 billion. I 
think the budget is in balance and may 
even permit some retirement of the 
public debt. 

In conclusion, I have studied the 
effects of the attrition of capital crea- 
tion at home and abroad. The compari- 
son with what took place in Germany, 
for example, is very sobering. There, 
too, savings tended to become institu- 
tionalized and the state gradually de- 
vitalized the securities markets and 
private finance geaerally. Somebody 
has to provide funds which are not 
sheltered in form and are not obliga- 
tions. Somebody has to be willing to 
invest in ownership securities. Since 
it bears the impact of cyclical down- 
turns in business, obsolescence, tech- 
nological changes and all the vicissi- 
tudes of business, ownership should 
not be taxed onerously; taxation of 
this kind is neither ecoromical nor 
equitable. We do not want government 
to provide the funds—no government 
will do so without gradually dominat- 
ing the situation. Let us, then, end the 
disinvestment of recent years. 
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FROM THE VIEWPOINT OF THE PROFESSIONS 


By Harry SILVERSON 


F° over ten years it has been the 
national policy to afford employees 
a measure of protection against the 
hazards of unemployment and old age. 
3ecause of the necessarily limited bene- 
fits available under this social security 
program, only the smaller salaried in- 
dividuals and wage earners can look to 
it for retirement benefits which are rea- 
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sonably commensurate with previous 
standards of living. Wholly apart from 
these governmental insurance 
benefits, individuals deriving their live- 
lihoods from the use of capital can also 
approach the retirement period with a 
reasonable expectation of continuing 
approximately their prior standard of 
living. This situation obtains not alone 
because their income level generally 
continues unabated in spite of advanced 
age or ill health and because they enjoy 
various advantages under our existing 
tax structure, but also because the very 
capital which produces this income con- 
stitutes a bulwark of security in and of 
itself. 


social 


The advantage of investment income 
over earned income is most patent when 
we consider the position of a success- 
ful business which is carried on in cor- 
porate form. In most cases, the owner 
need only draw enough from the busi- 
ness to cover his personal living ex- 
penses and personal income tax there- 
on. The rest of the business earnings 
are subject to the corporate tax rate 
rather than to the higher individual 
surtax rates. If the business is success- 
ful, it can expand and increase in net 
worth over the years. This increment 
is actually a form of savings largely 
within the control of the taxpayer. If 
the expansion is not of such propor- 
tions as to remove the challenge of Sec- 
tion 102 to undistributed earnings, the 
impact of the individual tax on any 
divideads paid can be minimized by 
gifts of stock within the family circle. 
In the case of earned income, the door 
to such a shift of the tax burden was 
closed and bolted by the Supreme Court 
lorg ago. Although the Revenue Act 
of 1948 did partially open it to the ex- 
tent of allowing the huband-wife split. 
earned income, unlike investment in- 
come, cannot be shifted to the individ- 
ual’s children or other members of his 
family. 

When our typical business man dies, 
his family can either continue to oper- 
ate the business through hired manage- 
ment or sell it and reinvest the pro- 
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ceeds. Upon a sale of the enterprise, 
the estate may realize many times the 
original investment of the deceased 
founder, particularly if saleable good- 
will has been built up. But no income 
tax need be paid on that increment— 
not even a capital gains tax—since the 
basis of the stock in the hands of the 
executor is equal to its value at date of 
death. And this result obtains even 
where the goodwill may be attributable 
in its entirety to the founder’s past per- 
sonal services. This is equally true of 
a mercantile venture carried on as a 
sole proprietorship or as a partnership. 

Contrast these tax advantages with 
the plight of the family of a deceased 
lawyer or accountant whose lifetime 
career had been a successful one. The 
rub is to be found in the fact that for 
each year of his productive life, he was 
required to foot a tax bill calculated 
on the demonstrable fiction that his 
peak income would continue forever. 
No opportunity was afforded him to 
divide his income between a corporation 
and himself, and thereby build up a 
nest-egg for a rainy day; no oppor- 
tunity was afforded him to shift tax on 
some of his income to his children or 
his grandchildren; and no opportunity 
was available to him to build up a sale- 
able goodwill which could be translated 
into cash at no income tax cost (after 
death) or at capital gain rates (during 
life). So, after spending a lifetime pay- 
ing taxes at erroneous rates on every 
last penny of income, and spending all 
or the bulk of the remainder of his in- 
come in maintaining a standard of liv- 
ing calculated to attract a clientele 
which will yield the income to be sub- 
jected to these erroneous rates, it fol- 
lows almost inevitably that this vicious 
circle leaves his widow with only un- 
collected accounts receivables and un- 
billed work in process as her major 
assets. 

When she reduces these assets to 
cash, she must pay tax at full rates on 
every dollar so received. The capital 
gains and basis provisions so favorable 
to the business man and his estate are 
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characteristically unavailable to earned 
income. One would assume that if 
there is to be any iavoritism it would 
extend to the family of the deceased 
salaried or professional man rather 
than to the family of the deceased busi- 
ness man. For the latter have a busi- 
ness which can be sold, or retained and 
managed through hired personnel. This 
is certainly not true of the families of 
the deceased salaried executive, lawyer, 
accountant, or other professional. 

As in the case of death, unequal tax 
treatment surrounds the earned income 
individual upon retirement. The suc- 
cessful business man can step out and 
permit hired management to run his 
enterprise, living thereafter either on 
the previously accumulated earnings or 
post-retirement earnings of the busi- 
ness, or both. If that is not feasible, he 
can sell out and have adequate pro- 
vision for his retirement period. This 
is equally true of a business carried on 
as a partnership. The courts have held 
consistently that a sale of one’s part- 
nership interest at a profit gives rise to 
a capital gain and this result is appli- 
cable even where such gain is attribu- 
table to an unrealized inventory profit. 
A retiring sole proprietor can not only 
translate appreciation in plant values 
into capital gain but also goodwill, even 
where such goodwill is attributable en- 
tirely to his past personal efforts. 

3ut that is still not the whole story. 
If an incorporated business man is 
equipped with an ordinary measure of 
foresight, he will establish a pension or 
profit-sharing fund while he is still 
active, include himself therein, and 
thereby effectively postpone the per- 
sonal income tax on a portion of his 
salary to the time of retirement.* 

It is thus evident that the successful 
business man has a dozen and one ways 
at his disposal for either postponing the 
full impact of high surtax rates on a 
portion of his income or, better still, of 
translating a goodly portion of his in- 
crement, including increment in the 


form of saleable goodwill which may 
be attributable to personal services, into 
capital gain. With the benefit of wise 
counsel, or even without such counsel, 
he is enabled, by pursuing normal 
business practices, automatically to flat- 
ten any incipient parabola in his in- 
come. Consequent exposure to the in- 
exorable progressive surtax is thereby 
minimized, 

Only the salaried and professional 
individuals are denied this opportunity 
of projecting some portion of their in- 
comes forward for purposes of taxa- 
tion, and they are the very taxpayers 
who should first be accorded that op- 
portunity. They are particularly en- 
titled to that opportunity because their 
continued enjoyment of income is, with 
rare exception, peculiarly dependent 
upon continued life and well being. As 
Miss Dorothy Thompson has so pun- 
gently put it, in referring to the earned 
income taxpayer, “He has to go on un- 
til he drops dead of overwork, fearing 
even that release because when his 
earning power stops, his family can 
starve.” Even so business-minded a 
man as Andrew Mellon recognized the 
plight of the earned income taxpayer 
when he stated that “Earned income 
is uncertain and limited in duration; 
sickness or death destroys it and old 
age diminishes it.” 

I think it is quite clear by now that 
the earned income taxpayer has first 
call on Congress when the time comes 
for correcting inequities. What does 
our earned income taxpayer request? 
Capital gain treatment? No! Step-ups 
in basis? No! He is very modest in 
his requests—perhaps as a result of lack 
of experience in asking for the moon. 
He says to Congress: “All I want is 
recognition of the fact that my income 
is generally irregular and depends en- 
tirely on my continued health and well- 
being, whereas the income derived from 
capital, while at times irregular, con- 
tinues in spite of ill-health or even 
death. Furthermore, where there is in- 


* For additional examples of discrimination, see Silverson, Earned Income and Ability 


To Pay, 3 Tar Law Rev. 299 (1948). 
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vestment income there is also the capital 
which produces that income. The least 
you can do for me in an era of high tax 
rates and low exemptions is to measure 
more correctly my ability to pay these 
high rates.” This can be done by rec- 
ognizing that there are two types of 
averaging which should be allowed un- 
der the law. 
1. Short-term (or cyclical averag- 
ing). 
2. Long-term 
parabola” ) 


(or “flattening the 
averaging. 

The first type of averaging can be 
applied to all taxpayers; there is no 
particular reason to limit its benefits to 
the earned income group. My under- 
standing is that most proposed solu- 
tions for this type of averaging have 
involved serious administrative com- 
plexities. I hope that in time a-solution 
will be devised which is relatively sim- 
ple to administer. 

I propose to urge a solution involv- 
ing the second type of averaging—the 
type of averaging to which I have re- 
ferred as long-term or “flattening the 
parabola”. When we leave the lowest 
income groups and turn our attention 
to the professional or salaried business 
employee, we run into the problem of 
the parabola. During the period of 
schooling, there is no earned income. 
In the earlier years of a professional 
or other white collar career, it is usually 
nominal or small; the curve then moves 
up until the period of peak earnings is 
reached; and the denouément comes 
with a precipitate drop upon retirement 
or death, whichever occurs first. Should 


illness appear before retirement, the 
curve plummets downward even 
sooner, 

With such an inevitable curve, I 


maintain that it is grossly improper for 
our government to measure ability to 
pay of such taxpayers by reference 
solely to twelve-month periods. Short- 
term averaging furnishes little or no re- 
lief for this problem. That is because, 
as a practical matter, it is not possible 
to introduce direct averaging for a pe- 
riod exceeding five, or maybe, seven 
7? 


years. That gives no relief against 
parabolic income. For the top of the 
parabola may show fairly constant in- 
come over twenty or more years. The 
problem there is how to flatten the 
parabola; how to take some of the fat 
off the top of the curve and project it 
forward to the lean period when in- 
come dries up—during illness, retire- 
ment, or the period after death. 


How can this be done with admin- 
istrative simplicity and with complete 
protection to the revenues? I have pro- 
posed to Congress and to various per- 
sonal service organizations that taxpay- 
ers be permitted to take a percentage 
of their earned income and exclude 
such percentage from taxable income, 
provided the amount for which the ex- 
clusion is claimed is invested in a spe- 
cial type registered non-assignable 
U. S. Government Bond. When such 
bonds are redeemed, either by the tax- 
payer during his life, or by his bene- 
ficiaries within a reasonable period 
after his death, the proceeds so received 
are to be included in the taxable in- 
come of the recipient. While redemp- 
tion could thus be made in any year at 
the taxpayer’s option, in order to guard 
against deliberate tax avoidance by re- 
demptions in years of loss, the defini- 
tion of net income would be changed 
so as to include as minimum taxable 
income for any year the proceeds of 
these bonds. There are other safe- 
guards proposed in the plan which are 
designed to protect against a perversion 
of its purposes but which I cannot dis- 
cuss here because of limited space. 
From an administrative point of view 
the proposal is simplicity itself. From 
the point of view of protecting the 
revenues I know of no mechanism bet- 
ter calculated to do so than to permit 
the Government to retain in its posses- 
sion the entire amount of the projected 
income. 

If you agree with me up to this point, 
two problems remain: How much of 
one’s earned income is to be thus pro- 
jected? What interest rate should the 
proposed bonds carry? As to the first 
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question, the various organizations 
which have endorsed my proposal have 
advocated a limitation of 15% or 
$10,000 in any one year, whichever is 
the lesser. I am inclined to the more 
modest limits of 10% or $5,000, which- 
ever is the lesser. As for the interest 
rate, some have suggested no interest 
while others have suggested 1%. I 
favor a 2% rate because so long as the 
“E” type of bond carries a rate of 2.9% 
anything less than a 2% rate for these 
new bonds would make it impractical 
for those in the lower brackets to take 
advantage of the proposed plan. 

I also submit that the long-term 
averaging plan which I have proposed 
would have these additional advan- 
tages: 

1. A much needed supplement to 
our social security system would be 
introduced. That system is about to be 
expanded to include groups not now 
covered, such as the self-employed, and 
to increase the present ceiling of $3,000 
to somewhere between $4,000 and 
$5,000. These and other changes 
should of course be made promptly. 
But even as so expanded we will be a 
long way from true social security. 


The proposed bond plan will tend to 
bring us much nearer the desired goal. 


2. In addition to helping remove the 
inequity as between earned and un- 
earned income, the proposal would re- 
move the inequity within the earned 
income groups as between those cov- 
ered by Section 165 pension and similar 
plans and those not so covered. 


3. Expenditures for consumption 
during volatile inflationary periods 
would tend to decrease and a backlog 
of consumpfion during periods of reces- 
sion or depression would be provided. 


4, Collections from the personal in- 
come tax, which are in serious jeopardy 
during deflationary periods, would tend 
to be increased without cutting into 
purchasing power. Paradoxical as it 
may seem, the advantages of compensa- 
tory fiscal policy could thus be hoped 
for without sacrificing revenue receipts. 


5. Last, but not least, the ownership 
of government bonds would be shifted 
to some extent from institutional own- 
ers to individuals without the necessity 
for the expensive, high pressure cam- 
paigns presently conducted to encour- 
age the purchase of government bonds. 


_—a- ——— 
FROM THE VIEWPOINT OF COOPERATIVES 
By WattTeER L. Braptey, C.P.A. 


I’ is my understanding that the pur- 
pose of this meeting is to consider 
the effect of the present Federal income 
tax law on the respective segments of 
American business, the professions, and 
the private citizen. 

To be worth while, our discussion 
should be objective and analytical, and 
should disclose freely both the advan- 
tages and disadvantages which may 
accrue to any particular group under 
special provisions of the Code and per- 
tinent Treasury regulations; it should 
also consider valid objections to any 
such provisions. 

Lately, there has been much discus- 
sion of the provisions of Section 101- 
(12) of the Internal Revenue Code, 
which grants exemption from filing re- 
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ural coopera- 


turns to bona fi le acricult 
of conditions 


tives whicl 
yrecedent. This controversy has led the 
gene ral public to the belief that all co- 
operatives are tax exempt, and that the 
problems of taxation of cooperatives 
tied up in possible revisions or 


1 meet a series 


are all 
repeal of that section of the Code. This 
of cooperative taxation will be 
discussed later in this presentation. 
However, it should be made clear at 
the outset that this limited exemption 
reflects only one facet im the many 
sided problem of taxation of coopera- 
tives. 

Any realistic discussion of this sub- 
ject must recognize the fact that the 
cooperative method of doing business 
is today embraced, to some extent or 


phase 


other, by almost every segment of 
American business enterprise; and 


further, that the conditions precedent 
to exemption of agricultural coopera- 
tives are so restrictive and exacting 
that the larger units of such organiza- 
tions are, in increasing numbers, com- 
ing to the conclusion that it is impracti- 
cal for them to conduct their operations 
within the circumscribed limitations 
imposed by the exemption statute, and 
are therefore voluntarily giving up the 
CX mption. 


It will be readily apparent, there- 
re, that the matter of determination 
of taxable income of a taxable coopera- 
a degree of 


tive is rapidly assuming 
importance that considerably — out- 
weighs the problems of exemption, in 





relation to its impact on American busi- 
ness generally, although the question 
of exe! m1 remains of vital impor- 


tance to the smaller agricultural co- 


npti 
npt 


operative 


Exempt Agricultural Cooperatives 
st consider problems, valid 
recommendations with 


Let us fit 
criticisms, and 
respect to exempt cooperatives: 

Fair minded men among the pro- 
ponents and supporters of this tax 
exemption will readily agree that if the 
present day development of these or- 
ganizations has produced business 
practices, not covered by existing law 
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or regulations, which afford opportuni- 
ties for the abuse of the exemption 
privilege, or which result in the elimi- 
nation from ultimate taxation to some- 
one of any substantial part of the 
margins realized by the cooperative, 
they should be recognized, and correc- 
tive measures adopted. 

It should be made clear immediately 
that the so-called “tax exemption” ap- 
plies only to agricultural cooperatives ; 
and that it is limited to federal corpora- 
tion income taxes, to federal stamp 
taxes on the issuance and transfer of 
capital securities, and formerly (while 
it was effective) to the federal capital 
stock tax. It does not extend to any 
other type of tax assessable against any 
business concern. Farmer cooperatives 
qualifying under the federal exemption 
statute pay all property taxes, state 
franchise taxes (in most states), ex- 
cise taxes, social security taxes (except 
on items of wages which aggregate less 
than $45 in any quarter), and in fact 
every other type of tax which any com- 
peting commercial enterprise pays. 
And, if the cooperative should be or- 
ganized or operated in such a way as 
to fall without the pale of limitations 
set forth in the exempting statute, it 
also pays income tax on whatever 
amounts of taxable income it may from 
time to time realize. 

‘his statement of fact serves to em- 
phasize that the exempting federal 
statute, which is found in Section 101, 
paragraph 12, of the Internal Revenue 
Code, does prescribe rather stringent 
conditions precedent to the right to ex- 
emption. If the reader is not readily 
familiar with them, a perusal of the 
text of this section will refresh his 
recollection. 

It is significant that out of approxi- 
mately 10,500 agricultural cooperatives 
which were operating during the year 
ending June 30, 1945 (the latest avail- 
able figures), only about 5,200, or 
slightly less than one-half, had actually 
qualified for exemption under the 
statute. It should be repeated em- 
phatically: the statutory exemption 
privilege extends only to bona-fide 
agricultural cooperatives which qualify, 
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and does not apply in any instance to 
the so-called urban consumer coopera- 
tives or to any other type of coopera- 
tive organization. 


Criticisms and Recommendations: 

The basic criticisms of the exemp- 
tion applied to agricultural cooperatives 
by the provisions of the Code and Reg- 
ulations, as they now read, seem to 
center on the following: 

1. That through the accumulation of sub- 
stantial reserves, even though for necessary 
business purposes, a substantial amount of 
income which should be taxable to someone 
may escape taxation. 

2. That substantial amounts, distributed by 
the cooperatives as patronage refunds, which 
would be taxable to the patron, may not in 
fact be returned by the patron and made sub- 
ject to tax. 

The answer to these problems may 
be found simply by spelling out in 
either the Internal Revenue Code, or in 
the regulations relating thereto, defin- 
ite measures pertaining to: 
Classification of permitted reserves. 
Definitive limits on permitted reserves. 
Definitive rules with respect to the tax- 
ability of amounts, retained in reserves 
of the cooperatives, as income of the 
patrons. 

4. Provisions for reporting information at 
the source with respect to patronage 
refunds paid or credited by an exempt 
agricultural cooperative. 

Section 101 (12) of the Code pro- 
vides that the Pred si of an agricul- 
tural cooperative association otherwise 
qualified shall not be denied ‘‘because 
there is accumulated and maintained by 
it a reserve required by State law or a 
reasonable reserve for any necessary 
purpose.” The corresponding provi- 
sion of Regulations 111 (Section 
29.101 (12)-1 (a)) reads as follows: 

The accumulation and maintenance of a 

reserve required by State statute, or the 
accumulation and maintenance of a reason- 
able reserve or surplus for any necessary 
purpose, such as to provide for the erection 
of buildings and facilities required in busi- 
ness or for the purchase and installment of 
machinery and equipment or to retire in- 
debtedness incurred for such purposes, will 
not destroy the exemption. 

While this Regulation in its present 
form attempts to define and limit the 
purposes for which reserves can be 
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created and the amounts which can be 
accumulated in such reserves, subject 
to the discretionary judgment of the 
Commissioner with respect to necessity 
and amount, both the statute and the 
Regulations are silent on the very im- 
portant matter of how and when the 
amounts so retained shall be taxable 
to the patron to whom such equities 
belong. This omission might permit 
the accumulation of substantial sums 
which, while meeting the requirements 
both of necessity and reasonableness 
for a reserve, might never be subject 
to taxation in the hands of either the 
cooperative or the patron. This consti- 
tutes the basic problem. The answer 
lies in a simple provision in either the 
Code, or Regulations, or both, to the 
effect that while amounts may be ac- 
cumulated by an exempt cooperative in 
a reserve without prejudice to its rights 
to exemption, the equities of patrons so 
retained and utilized can and should be 
subject to definite rules with respect 
to the time and manner of their taxa- 
tion as income to the patron to whom 
they belong. 


The problem would be simplified if 
there were prescribed a classification 
of, and perhaps some limitation with 
respect to, reserves which an exempt 
cooperative would be permitted to ac- 
cumulate. The following suggestions 
are submitted : 

1. Valuation reserves. The reserves 
for depreciation, depletion, and bad 
debts, and those affecting valuation of 
other balance sheet items, which are set 
up by an exempt agricultural coopera- 
tive, are in the same category as like 
reserves created by any taxpaying cor- 
poration. It therefore seems proper 
that with respect to the accumulation 
of these reserves, the rules set forth in 
the applicable paragraphs of Section 23 
of the Code and the corresponding 
Regulations should apply. Section 
29.101-12 of the Regulations provides 
that an agricultural cooperative shall 
do business with its patrons at cost. 
Any departure from the general rules 
with respect to valuation reserves ap- 
plicable to any tax-paying corporation 
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might permit the distortion of annual 
costs by the inclusion of excessive pro- 
visions for reserves. Inasmuch 
as these valuation reserves are calcu- 
lated to measure loss in value from use, 
they do not, if properly maintained, 
represent an accumulation of equity 
which would require the earmarking 
of each patron’s share therein. They 
merely reflect a compensatory return of 
capital and do not represent any equity 
belonging, and taxable, to the patron 
as such. 


these 


2. Contingency Reserves. The co- 
operative statutes of several states re- 
quire that agricultural cooperatives 
maintain a reserve tor contingencies 
for the protection of the capital and 
financial integrity of the association 
and to permit it to absorb shocks and 
losses which may occur in the operation 
of the business enterprise. Congress 
and the several legislatures have recog- 
nized that this procedure conforms to 
considerations of prudence. It would 
seem that even where the cooperative 
statutes of a state do not require the 
maintenance of such a reserve, the 
establishment of a reserve for that pur- 
pose comes clearly within the purview 
of a reserve for a necessary business 
purpose. The accumulation of a reason- 
able reserve for contingencies, there- 
fore, should be permitted without 
prejudice to the tax-exempt status of 
the association, whether or not such a 
reserve is required by state statute. 
However, it seems proper that defini- 
tive maximum limits on the accumula- 
tion of these reserves should be spelled 
out in the Code or Regulations, as well 
as a limit on the percentage of annual 
net savings or margins which could be 
appropriated in the accumulation of 
This purpose could be 
accomplished by limiting the annual 
appropriations to this reserve and 
establishing a maximum ceiling as to 
permissible accumulations therein. 
With respect to contingency re- 
serves, since the amount which can be 
ited is definitely limited and, 
reated for 


the purpose of absorbing shocks and 


these reserves. 


accumul: 


further, since the reserve ts 


? 


Cc 


2) 


losses, so that patrons’ equities therein 
may be in a state of constant flux from 
year to year, it is recommended that the 
patrons’ individual equities need not be 
definitely allocated. The cooperative, 
however, must be required to maintain 
adequate records of patronage so that 
in the event of dissolution, liquidation 
or any other authorized distribution 
from this reserve, the distribution will 
be made to patrons on the basis of past 
patronage; with the further provision 
that such patronage basis may be lim- 
ited to the patronage of the five years 
immediately preceding the liquidation 
or dissolution. Under this provision, 
since patrons’ equities in this class of 
reserve would not be allocated, they 
would be taxable to the patron only 
upon distribution. 

3. Capital Reserves. This third 
category of reserves would embrace 
any amounts retained by the coopera- 
tive association for any purpose other 
than those covered by the preceding 
two categories. The amounts retained 
in capital reserves should be evidenced 
by the issue to each patron of some evi- 
dence of equity in one or more of the 
following forms: 

1. Capital stock, subject to the limitations 


as to dividends and ownership prescribed 
by the statute. 


2. Bonds, certificates of indebtedness, or 
notes. 
3. Certificates of ownership or equity, or 


other form of evidence of equity. 


The effect of the foregoing provi- 
sions would be that the entire net 
margins or savings of the association 
not needed for (a) valuation reserves, 
(b) contingency reserves, or (c) to pay 
dividends on capital shares outstanding, 
would be distributed to the patrons 
annually either in cash or in some form 
of evidence of equity. The Regulations 
should therefore be amended to define 
the rules with respect to the taxation 
to the patron of amounts distributed to 
him in forms other than cash. This 
would require an amendment of Sec- 
tion 29.42-2 of Regulations 111, which 
defines the constructive receipt of in- 
come, to include definitely such dis- 
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tributions as income constructively re- 
ceived by the patron-taxpayer. 

4. Provisions for Reporting Infor- 
mation at the Source. With respect to 
reports of information at the source, it 
has been generally considered that pay- 
ments of patrons’ refunds do not con- 
stitute the payment of fixed and deter- 
minable income, as covered by the 
present provisions of Section 29.147 of 
Regulations 111. This factor lends 
color to the allegation that some of 
these refunds may not be reported in 
the recipient’s tax return. 

Provision should be made for such 
reporting. However, it is recognized 
that, in the payment of patronage re- 
funds by many cooperative associa- 
tions, there is involved a multitude of 
small items, the reporting of which 
would be burdensome to both the co- 
operative association and the Treasury 
Department. It is therefore suggested 
that all patronage distributions made 
to patrons by cooperative associations, 
either in cash or in forms of evidence 
of equity which are presently taxable 
to the patron, should be reported by 
the cooperative, subject to the limitation 
that any payment of less than $100 to 
any patron in any year need not be 
reported. This could be accomplished 
by amending Section 29.147 of the 
Regulations to provide that the co- 
operative association shall report this 
information. 

The adoption and application of the 
additions or changes in the Internal 
Revenue Code, or Treasury Regula- 
tions herein suggested should operate 
to give ample assurance that margins 
of exempt cooperatives will not escape 
ultimate taxation, but will, in fact, be 
taxed at a definite time and at a stated 
value to the patron to whom they be- 
long. This would effectively correct 
any valid grounds for criticism which 
may now exist. 

Taxable Cooperatives 

Now let us revert to the problems 
involved in respect to a taxable co- 
operative. 

The accomplishment of price adjust- 
ments to cost of doing business through 
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the medium of patronage refunds re- 
flects the fundamental cooperative prin- 
ciple. However, its utilization is not 
limited to farmer cooperatives or even 
to cooperatives as a whole, including 
the so-called urban consumer coopera- 
tives which have been established to 
meet the demands of urban dwellers 
for goods and services at cost. It has 
been so extensively adopted by almost 
every segment of commercial business 
that any objective appraisal of the 
denial of the right, if such contractual 
right could lawfully be denied, ‘must 
take into consideration the effect of 
such action not alone on farmer co- 
operatives but also on business in 
general. 

Even the cooperative associations 
which have never qualified for tax ex- 
emption proper implement the coopera- 
tive principle in the conduct of their 
business by making such patronage re- 
funds (or price adjustments) with their 
patrons at intervals during, or at the 
close of, their fiscal years. These are 
usually made pursuant to a contractual 
agreement with the patron so to do, 
found in the association’s by-laws, its 
marketing agreement, or other form of 
contract between the patron and the as- 
sociation. When these refunds are 
made pursuant to such an agreement 
in effect at the time of the transactions 
involved, the courts have repeatedly 
held that such refunds are a proper lia- 
bility, if not already paid at the close 
of the fiscal year, and therefore are a 
proper exclusion from gross income as 
a reduction of volume, in determining 
the taxable net income of the taxpay- 
ing entity for that year. 

Actually, such refunds are not con- 
sidered an item of deductible expense 
as provided in Section 23 of the In- 
ternal Revenue Code, but rather an 
exclusion from gross income. The In- 
ternal Revenue Code bears no reference 
to the deductibility of such items. 
Treasury decisions for many years have 
recognized the propriety of such exclu- 
sions as a matter of administrative 
grace, and the courts have repeatedly 
held that such refund payments, when 
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tions, are a proper exclusion. 

The Commissioner of Internal Reve- 
nue has implemented the decisions of 


. ‘ ° 
the courts with respect to the propriety 


of exclusion of patronage refunds, by 


promulgating a formula for determin- 
ing the amount of such exclusion. This 
is found in A.R.R. 6967 (CB June 


1924—page 287). , 

Mention was made that such refunds 
are excludible when paid pursuant to a 
contractual obligation to do so, in effect 
on the date of the transaction with re- 
spect to which it arose. It is significant 
to note that the courts, which have 
universally supported this proposition, 
in a number of recorded instances have 
also on occasion denied the taxpayer 
the right to exclude from gross income 
patronage refunds actually paid, where 
such payments were not made pursuant 
to an obligation to pay but merely at 
the discretion of the Board of Direc- 
tors. It is significant that some of the 
earliest and most effective court deci- 
sions in the establishment of this prin- 
ciple of cooperative procedure as a mat- 
ter of legal contract stemmed from 
litigation which involved not farmer 
cooperatives but proprietary business 
concerns that had adopted the coopera- 
tive principle of doing business as a 
means of accomplishing their specific 
aims and purposes. 

The cooperative principle of doing 
business at cost through the medium of 
patronage refunds or price adjustments 
has been so widely adopted by so many 
segments of American business enter- 
prise, over so long a period of time, 
to hold that such patronage dis- 
tributions or price adjustments are in 
fact income to the entity making them 
would result in changing established 
business practices of many commercial 
The average American 
business man will not have to venture 
very far from the orbit of own 
business to find that he himself may be 
utilizi us com- 
mercial 1 embrace 
deal- 
The effect 
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of this application of the cooperative 
principle in industry is not to eliminate 
any potential gains or income from 
taxation, but merely to designate that 
the tax on such savings will be paid by 
the customer or patron of the enter- 
prise to the extent that such refunds 


increase his taxable income. 

In order to clarify the problems co- 
incident to the determination of taxable 
net income of a taxable cooperative, the 
taxing statute should recognize and de- 
fine as an exclusion from gross income 
price adjustments (or patronage re- 
funds) effected in good faith with pa- 
trons on a patronage basis and pursuant 
to contractual agreement, even as the 
Courts have done. The Treasury Reg- 
ulations should clearly define what 
constitutes a bona-fide distribution or 
payment, and include the provisions of 
A.R.R. 6967, previously cited. The 
same recommendations heretofore made 
with respect to distributions by exempt 
organizations as to the time and value 
at which they are to be taxed to patron 
recipients will apply here. 

No measures which may be recom- 
mended or adopted will be completely 
acceptable to all parties to this contro- 
versy. It would seem, however, that 
the ends of economic justice would be 
served, and without injury to the estab- 
lished practices of proprietary com- 
mercial business, if matters could be so 
arranged that there could be definite 
assurance that all margins realized by 
any cooperative organization, whether 
an exempt agricultural association or a 
cooperative association serving proprie- 
tary commercial business, would be 
taxed to someone at a definite time. 
The realization of this purpose should 
be simple of attainment. 

Amendments to the Code or regula- 
tions designed to meet the foregoing 
recommendations should provide the 
tax barrel with sufficient cooperage to 
enable it to retain any amounts which 
may now be escaping the collector. 
Thev should also serve to remove the 
grounds for those basic criticisms 
which the omissions from the present 
statute and regulations seem to warrant. 
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Federal Taxes and the Controller 


By Josepy J. Kiern, C.P.A. 


I GATHER that you are primarily inter- 
ested in having me attempt to fore- 
cast post-election tax legislation. I am 
willing to try to do so. But, as the chief 
internal tax executives of many of your 
organizations, you are also interested 
in existing tax laws, their administra- 
tion and application. Here your re- 
sponsibility is to seek for your or- 
ganization maximum tax economy. 
Accordingly, I now propose that we 
first spend a few minutes on this 
phase of your professional interest in 
federal taxation, and then proceed to 
attempted and hazardous prognostica- 
tion. 


Existing Federal Tax Laws 


In the field of tax administration and 
application, as it relates to retail or- 
ganizations, let us consider tax plan- 
ning and tax compliance. Tax planning 
should be a continuous operation 
throughout the year. I know of few 
more disagreeable situations than the 
confrontation of the person responsible 
for tax matters by a taxpayer who has 
just learned that there had been over- 
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looked an opportunity lawfully to avoid 
or minimize the tax burden or that a 
heavy tax had been created which 
could have been avoided. In tax plan- 
ning there should be the utmost co- 
operation between the independent 
accountant and the controller; fre- 
quently, cooperation should include the 
company’s attorney, especially’ where 
he is versed in taxation and familiar 
with the store’s operations. The con- 
troller should budget his time so as to 
provide for frequent staff review of 
potential tax problems and, preferably, 
a representative of the independent ac- 
countant should be present; a less de- 
sirable form of cooperation is for the 
controller to confer with the outside 
advisor about items developed at his 
own staff conference. This is so be- 
cause the presence of the outside ad- 
visor at a staff conference might lead 
to the recognition of a tax problem that 
might otherwise be missed. Sometimes 
the detection of a potential tax problem 
is the result of what has been called 
“keen tax scent.” 

Tax compliance relates to all of the 
transactions during the year. Most 
transactions fall into the framework of 
taxation quite automatically; some 
transactions can be protected from the 
immediate impact of the tax burden, 
others can be so arranged as to spread 
the burden of the tax over a number 
of years, and still others may be so con- 
summated as lawfully to avoid tax alto- 
gether. We have time to refer to no 
more than a few of the many topics 
within the orbit of this phase of our 
discussion. 


Deductible expenses versus capital 
expenditures 
You are familiar with the federal 
tax differentiation between non-de- 
ductible capital expenditures and de- 
ductible expenses. While it is true that 
the taxpayer has by no means unlimited 
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discretion as to whether to treat a given 
expenditure as a capital or as an ex- 
pense item, there is an area in which 
discretion and judgment may operate. 
For example, store costs connected 
with normal routine relocation of sell- 
ing space involve expense disburse- 
ments. When major alterations are 
made, there may be incidental reloca- 
tions. If the controller, in cooperation 
with the store superintendent, antici- 
pates problems involved in such opera- 
tions, he may readily arrange to segre- 
gate deductible expenses from capital- 
izable Where major improve- 
ments are planned, even in such mat- 
ters as installing escalators and air con- 
ditioning, it is often possible to segre- 
gate deductible expenses from capital 
expenditures. Segregation of repair 
expenses is relatively easy when work 
is performed by the store’s own me- 
chanics, but even contract work may 
lend itself to differentiation between 
capital and expense disbursements, so 
that the controller’s office can secure 
for the store the deductions to which it 
is entitled. 


costs. 


Exchanges versus purchases 

During the war, retailers, in common 
with many other civilian enterprises, 
experienced great difficulty in securing 
calculating and bookkeeping machines, 
typewriters, other mechanical equip- 
ment, delivery equipment, etc. Gradu- 
ally, the difficulty of replacement was 
eased until now, in many areas, the 
problem has approached normalcy. 
When new equipment is acquired to 
replace existing equipment, the old may 
he scrapped or sold or exchanged. 
Losses from scrapping and sales result 
in ordinary deductions; on the other 
hand, if the old equipment is exchanged 
for new, there is no immediate deduc- 
tion, and the basis for depreciation be- 
comes the net cost of the new plus the 
undepreciated (adjusted) basis of the 
old. In some situations a substantial 
tax difference may be involved in a 
wise and enlightened choice. 
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Sale of property and lease-back 

During the past few years, a number 
of retail organizations have sold their 
real estate to vendees from which the 
premises were simultaneously leased. 
Rental was thereupon substituted as a 
tax deduction for depreciation and 
other deductions available to the owner 
of the property. In some instances, 
very substantial tax savings resulted 
from such dispositions. Because of the 
lease-back arrangement, the claimed 
loss sometimes has been challenged. 
While tax motivation may, and often 
does, influence the type of transaction 
under discussion, financial considera- 
tion is not infrequently the determining 
factor. Raising of funds through the 
sale of a store’s real estate, in certain 
periods of the economic and financial 
cycle, may be indicated as soundest 
fiscal policy and then such considera- 
tion, rather than taxation, may deter- 
mine management’s decision. 


Year-end items 


Controllers have become accustomed 
to year-end review of actual and po- 
tential tax problems. This year, con- 
trollers will be confronted by a situa- 
tion quite different from the one which 
they faced during the excess profits tax 
years. Then, they sought lawful means 
of postponing income and of precipita- 
ting deductions. Now, on the threshold 
of possibly higher taxes—a matter with 
which I shall deal in the next and final 
section of my talk—their concern may 
be different : how to bring income with- 
in the current year and postpone de- 
ductions until next vear. Some here 
may recall that today’s problem, in this 
regard, is similar to the situation with 
which they were confronted toward the 
end of 1939. 

As you know, there are areas in 
which wise discretion may be employed 
to hasten or to postpone income and to 
precipitate or delay incurring of de- 
ductible expenses. Your judgment as 
to the trend of tax rates will determine 
the degree to which you will seek appli- 
cation of your judgment in the prem- 
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ises. In the year-end area, especially, 
is closest cooperation indicated between 
the outside accountant and the con- 
troller. 


Possible Future Federal Tax 
Legislation 


We now come to the other phase of 
tonight’s discussion: prospective fed- 
eral tax legislation of the Eighty-first 
Congress. Despite 30 years’ observa- 
tion, contact and experience in the field 
of taxation as lecturer, author, editor, 
proiessor, practitioner and _ unofficial 
government and legislative adviser, I 
hesitate to prognosticate future Con- 
gressional action. Even administrative 
and legislative leaders may not have the 
answers yet. Nevertheless, you would 
like me to read the crystal ball for you. 
Clients do not hesitate to ask, so why 
should you, — especially after your 
program committee chairman informed 
me that this group expected exactly 
that and I agreed, in accepting your 
invitation, to face the music. I ask you 
to bear in mind that, in what I am 
about to say, I am trying to be as ob- 
jective as I can possibly be and that I 
am not presenting either what I advo- 
cate or oppose, but merely what I be- 
lieve or guess may occur. So here’s 
the season’s first private preview of 
possible post-election taxes: 


Corporate Excess Profits Taxes 

The excess profits tax on corpora- 
tions was repealed for 1946 and there- 
after. Will it be reenacted? I am in- 
clined to believe that if there is danger 
of budgetary unbalance—and there is— 
reinstatement of the excess profits tax 
will be attempted as item number one 
on the tax program. Even in the ab- 
sence of immediate budgetary needs, 
an excess profits tax is to be expected. 
Associated with this re-enactment there 
may be some increase in the corporate 
rate, say, to 40%. I believe that the 
new excess profits tax will exempt a 
considerable group of more or less ill- 
defined small businesses and that, at 
least in its initial stages, the burden 
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of the new law will be considerably 
less than the old. A $50,000-$100,000 
specific exemption is quite possible, but 
it is quite inconceivable that base pe- 
riod income, instead of at least 30%- 
50% more, will be the peace-time 
measure of taxable excess profits. 


Marital Split Income Provisions 

The 1948 Act reduced the individual 
income tax burden generally, prin- 
cipally through the device of splitting 
marital income. Will these reductions 
continue? So far as family income 
splitting is concerned, the device makes 
available to residents of non-commu- 
nity property states the privilege long 
enjoyed by a relatively small group of 
citizens. While we can be positive of 
few things in taxation, I am confident 
that family income splitting for income 
tax, gift tax, and estate tax purposes 
will remain undisturbed. 


Tax Rates on Income of Individuals 
Nor do I believe that individual rates 
will be increased at once. Serious con- 
sideration of rate adjustments will be 
deferred, I believe, until the fiscal pic- 
ture becomes clearer than it is today. 
However, if additional revenue is 
needed because expenditures threaten 
to exceed receipts, upward adjustment 
of rates, first in the upper brackets and 
then in the middle ranges, appears 
likely to be item number two on the 
Washington tax program. 


Excise Taxes 

How about excise taxes? I believe 
that, generally, they will be retained. 
But, on the other hand, I am quite sure 
that there will be no general sales tax, 
a project which this group has success- 
fully combatted on a number of occa- 
sions. Much has been said about 
Washington lobbies ; they will continue, 
but more successfully on behalf of 
groups which did not fare over well in 
appeals to the Eightieth Congress. Cer- 
tainly, we may expect the fur industry 
to battle for reduced excise tax rates, 
and the cosmetic and handbag indus- 
tries to make their needs vocal. There 
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is no reason why any industry which 
believes entitled to tax relief 
should refrain from seeking help from 
every proper source and in every legiti- 
mate way. This is democracy in action, 
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Social Security Taxes 

And how about social security? So- 
cial security coverage will undoubtedly 
be expanded both in the measure of 
benefits and in coverage. The self- 
employed should, and probably will, be 
brought in. Under existing law, the 
present 1% contribution by employer 
and by employee (frozen several times 
by Congressional action) continues 
through 1949, then becomes 114% for 
the years 1950 and 1951, and 2% there- 
after. 


So much for the more general and 
basic features of prospective tax legis- 
lation. And now as to certain selected 
items which may be of particular in- 
terest to this group. 

First, let me say that there are those 
who insist that the Washington tax 
climate of 1948 is a thing of the past, 
and that the Knutson-type attitude 
toward tax reduction and tax reform 
is as dead as a door nail. These ob- 
servers are correct, for the time being, 
as to tax reduction, but they are in 
error, I believe, as to tax reform. I'll 
tell you why. 

The Revenue Act of 1948 was en- 
acted April 2, 1948, over the Presi- 
dent’s veto. Earlier in the year, the 
Treasury made 49 recommendations to 
take, as its official spokesman declared, 
“the steps necessary to eliminate from 
the tax structure its inequities and ad- 
ministrative and other defects.” At the 
same time, the Treasury announced 
that a further list of recommendations 
was in course of preparation. H.R. 
6712 incorporated a number of. the 
Treasury’s proposals. The Bill passed 
the House on June 19, but was not con- 
sidered by the Senate. One of the two 
stated purposes of the Bill was “to cor- 
rect tax inequities.” 

In view of the Treasury’s recently 
expressed attitude toward tax reform, 
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i feel justified in believing that the 
Treasury will persist in its recom- 
meridations and that the Congress will 
cooperate. The question then becomes: 
What tax reform amendments may be 
expected from the new Congress? My 
crystal-ball gazing shows a consider- 
able number of early Internal Revenue 
Code changes: 
Net operating loss deduction 

There is reason to believe that the 
present 2-year carry-back and 2-year 
carry-over (forward) will be sup- 
planted by a 1-year carry-back and a 
4-year or a 5-year carry-over. The 
Treasury should find it relatively sim- 
ple to function under a liberal net loss 
carry-over deduction procedure while 
a carry-back, involving refunds, is ad- 
ministratively disturbing. The longer 
carry-over is particularly helpful to 
new enterprises. 


Employee stock options 

It is generally recognized that execu- 
tive incentive must be furnished other- 
wise than through high annual com- 
pensation subject to high tax rates. 
Executives (in common with C.P.A’s. 
and members of other professions) 
realize how utterly impossible it has 
become to create, out of compensation, 
a competence for old age and for de- 
pendents. A lawful device to overcome 
this hardship was thought to exist in 
options to employees to acquire stock 
of the corporate employer. But such 
options may result (and have resulted) 
in inordinately heavy tax burdens on 
the emplovee. The Treasury is now on 
record as favoring tax revision to ease 
the situation. Perhaps the Treasury 
may be willing to adopt the provision 
in H.R. 6712 which subjected the profit 
resulting from sales of option stock 
held for more than 3 years to the capi- 
tal gain tax. 


Annuity income 

3% of the cost of an annuity is 
treated as taxable income. The result 
has often been a tax on capital. I be- 
lieve that the inequity will soon be 
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remedied by the proration device spon- 
sored by the Treasury. 


Small corporations 

Corporations with net incomes be- 
tween $25,000 and up to $50,000 are 
subject to a 53% rate on the net income 
over $25,000. The rate on corporations 
with net income of $50,000 and over is 
38%. The “notch” rate should be low- 
ered or some solution should be found 
to provide a more desirable relation- 
ship between the tax rate on corpora- 
tions in the $25-$50,000 range and 
other corporations. 


Payment on account of deceased 
partner’s interest 


Payments of a share of a firm’s prof- 
its, after the death of a partner, to the 
decedent’s estate or heirs, may result in 
tax to the surviving partners. Equity 
would be served if the recipient, and 
not the payors, were liable for tax on 
such payments. The Treasury should 
continue to favor the indicated revision. 

Among proposals for revenue re- 
vision which were not included among 
the Treasury’s ’49 recommendations, I 
select a few which should be enacted 
and which, I trust, may find Treasury 
support . 


Sale of residence 

An employee, whose place of em- 
ployment has changed, may have to sell 
his residence and buy another. Because 
of inflation, he may have a cash profit 
on his sale but he will be unable to use 
the entire proceeds in acquiring a new 
home, perhaps worth no more (or even 
less than the old), because of his tax 
liability on the “profit.” It has been 
urged that there be no tax in such cases 
if a new home is purchased shortly be- 
fore or after the sale of the old. The 
proposal is manifestly meritorious. 
Sec. 102 (unreasonable accumulation 

of profits) 

Undue pressure recently was brought 
to bear on corporations to distribute 
profits. The situation has been changed. 
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In Tax Court proceedings arising 
under Sec. 102, the Code provides that 
the burden of disproving the justifica- 
tion of the Commissioner’s assertion of 
the additional surtax “penaltly” is on 
the taxpayer (petitioner). This is an 
unnecessarily harsh burden. It has been 
suggested that, if the taxpayer makes 
available to the Commissioner, at the 
administrative level, the facts on which 
it relies, the Commissioner should have 
the burden of justifying his assessment. 
The proposal should be given a fair 
trial, although in practice the difference 
may prove merely psychic. 


Double tax on liquidation 


If a corporation sells its assets and 
then liquidates, the corporation is sub- 
ject to tax on its profit and the stock- 
holders on theirs; if the corporation 
first liquidates and the stockholders 
then sell the assets distributed to them, 
they alone are subject to tax. In some 
situations, there is doubt as to the se- 
quence of events. It has been proposed 
that, if a corporation sells its assets 
and dissolves within a year, neither 
corporate gain nor loss should be recog- 
nized, but the stockholders alone should 
account for gain or loss. The proposal 
is practical and meritorious, although 
the interval between sale and liquida- 
tion might be shortened without un- 
fairness. 


Small businesses 


It is impossible to avoid artificial tax 
differentiation between commercial and 
industrial corporations on the one hand, 
and similar partnerships and sole pro- 
prietorships on the other. It has been 
suggested that if the latter two could 
be taxed optionally as corporations, the 
inequity would disappear. The solu- 
tion is not quite so simple. The new 
Congress will undoubtedly attack the 
problem. How successfully remains to 
be seen. 

Among repeatedly urged pleas for 
revision which appear to have no chance 
of early adoption are the following: 
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Accelerated depreciation 

It has been urged that taxpayers, 
especially small businesses, be permit- 
ted to deduct depreciation at so-called 
accelerated rates. Aside from the im- 
mediate tax benefit claimed by propo- 
nents, it has been argued that more 
rapid tax exhaustion would encourage 
earlier replacements, redounding to the 
taxpayer’s good because his productive 
facilities would be kept new and mod- 
ern and, at the same time, the heavy 
goods industry, essential for military 
defense, would be kept in operation. 


Consolidated returns 


The 2% additional tax for the privi- 
lege of filing consolidated returns has 
been under attack for a long while. The 
tax has no equitable justification. In 
fact, consolidated returns could, with 
fairness, be made mandatory. But there 
appears no likelihood that the 2% tax 
will be abolished, not least of all because 
the Treasury estimates that about $95,- 
000,000 of revenue is involved cur- 
rently. 


Inter-company dividends 

15% of inter-company dividends are 
taxable. Corporations subject to the 
38% rate therefore pay a tax of 5.7% 
on such income. The tax has been at- 
tacked as unjustifiable double taxation. 
The Treasury estimates the current 
yield as $160,000,000. The tax appears 
destined to remain for some time. If 
both the consolidated return and the 
inter-company dividend tax were to be 
abolished simultaneously, because of 
over-lapping, the current annual loss 
has been estimated by the Treasury as 


$206,000,000. 


Multiple taxation of corporate income 

Possibly more criticism has been 
leveled at the “double taxation of divi- 
dends” than against any single feature 
of the law. To tax a corporation on 
its earnings, and stockholders on receipt 
of a distribution of all or part of the 
remainder, appears to many critics as 
unconscionable. Various remedies have 
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been suggested. The problem is much 
more complicated than some assume. 
Nevertheless, an equitable solution 
should be found, and soon. 


LIFO Inventorying 


The final item sought in the crystal 
ball deals with LIFO. Will the Treas- 
ury permit retroactive adoption? Re- 
funds for outlawed years appear clearly 
to be beyond the Commissioner’s power 
to grant. Remedial legislation would 
be required. But how about taxpayers 
who adopted LIFO and then aban- 
doned it because of adverse and mis- 
taken Treasury action? They could 
have protected themselves by filing of 
refund claims, but if they failed to do 
so, the Commissioner is without author- 
ity to grant equitable relief. And how 
about filing amended returns now by 
those who elect LIFO initially, for 
years which are still open? Without 
research, I venture the curbstone opin- 
ion that the Commissioner, with the 
approval of the Secretary of the Treas- 
ury, could amend his regulations so as 
to permit such filing, but would tax- 
payers elect to go on LIFO in 1945, 
the earliest fiscal vear for which refund 
can still be lawfully claimed within the 
3-year statute of limitations? I doubt it. 

All of you know that the ideal time 
to elect LIFO is at the lowest point in 
the price scale. Theoretically, when 
prices have completed a full cycle. the 
aggregate profits are alike under LIFO 
and FIFO, if inventory quantities at 
beginning and end of the cycle are ap- 
proximately the same: LIFO tends to 
“spread” profits by shifting them from 
high-price periods to low-price periods. 
If tax rates remained unchanged, total 
taxes for the complete cycle would be 
the same under LIFO and FIFO. 

Looking backwards, it is now seen 
that 1941 was a good year—but not the 
best—to go on LIFO. Normally, elec- 
tion of LIFO involves a leap in the 
dark. Many retailers are understand- 
ingly eager to secure permission to elect 
LIFO retroactively to 1941. Tax re- 
funds would result. Retailers believe 
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that when prices fall below the LIFO 
level their then “repayment-tax” on 
then non-existent current profits will 
be at rates lower than those which pre- 
vailed in the years when taxes were 
deferred. Further, they look upon the 
deferred tax at worst as borrowing 
without interest. Most guessers guess 
that the optimistic view as to lower 
rates during tax repayment years is 
well-founded. Would it not be wise for 
controllers and treasurers of stores 
which report on LIFO to give serious 
thought to the question whether some 
provision is desirable or necessary be- 
cause of such prospective tax repay- 
ments? Is it realistic to assume that 
repayment hardship will be avoided by 
future special legislation ? 

Oh, yes, I started to try to find a final 
answer in the crystal ball: Will all re- 


tailers be permitted now to elect LIFO 
retroactively to 1941? Of course, the 
revenue bureau’s interpretation of the 
law was wrong. The Tax Court has 
so held in the Hutzler Bros. case. Many 
patriotic taxpayers, who wished to elect 
LIFO, refrained from doing so, be- 
cause they consistently cooperated with 
the Government and did not wish to 
contest Treasury action, especially dur- 
ing the war period. Should they suffer 
the penalty of their patriotic coopera- 
tion? I believe the Treasury cannot 
remedy the wrong; I do not believe 
that the courts can. Congress alone has 
the power to do so. Will it? Not with- 
out tremendous pressure. Such pressure 
will be especially needed if the national 
budget is badly in disbalance. Look 
into the ball yourselves! 


Lf / Ve 










again” 


Join the 
MARCH 
OF 

: DIMES 


JANUARY 14-31 








THE NATIONAL FOUNDATION FOR INFANTILE PARALYSIS 


1949 











Income Tax Decisions of 1948 
By Jack ScHLosseEr, C.P.A. 


T° the preparation of this article the 

writer was confronted with a variety 
of approaches. These ranged from the 
bare chronological listing of virtually 
all of the 1948 tax decisions with a terse 
statement of the conclusions of the 
court in each instance, to a lengthy and 
detailed dissection of the few truly sig- 
nificant cases of the year. The writer 
has eschewed both of these extremes 
and has, instead, attempted to select 
from the 1948 court decisions, those 
cases which involved issues most often 
encountered in the average practition- 
er’s experience. From these we can at- 
tempt to glean a knowledge of tax pit- 
falls to be avoided and tax advantages 
to be gained. 


Family Partnerships 

The Revenue Act of 1948, with its 
income-splitting provisions, may have 
rendered the family partnership issue 
of much lesser magnitude for current 
taxable years, but the ravages wrought 
by the famous Tower and Lusthaus de- 
cisions are still very much with us in 
their effects on earlier periods. A study 
of 1948 cases on this matter gives rise 
to some interesting, if not conclusive, 
reflections thereon. 

The United States Tax Court, by 
and large, still abides by its stern and 
literal interpretation of the: Tower and 
Lusthaus rationale. The suspect mem- 
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bers of the family partnership must 


contribute either vital and _ essential 
services or original capital. Failing 


either of these the business arrange- 
ment will not be recognized for tax 
purposes. 

An analysis of 43 decisions released 
by the Tax Court during 1948 to date* 
indicates that the Commissioner was 
successivtl in 26 cases, or approxi- 
mately 60% of the total. This statis- 
tical approach, however, does not fairly 
present the onesidedness of this tri- 
bunal’s approach to the family partner- 
ship issue. 

In all but one of the 17 favorable de- 
cisions, the partner in question was 
found to have rendered vital and essen- 
tial services either prior to or during 
the taxable year under review. In 
several of these same decisions, original 
capital was also deemed to have been 
contributed. In one case the wife’s 
partnership interest was sustained sole- 
ly on the basis of a cash capital con- 
tribution. A summary analysis of these 
17 decisions, therefore, indicates that 
in every instance services and/or capital 
were contributed, and hence the rule of 
the Tower and Lusthaus decisions was 
deemed satisfied. The practitioner with 
the usual family partnership case on his 
hands or on his conscience will find 
little comfort in these decisions. 

When we pass on to the District 
Courts and the Circuit Courts of Ap- 
peal, however, the tax practitioner may 
find in their 1948 decisions what 
appeared to be definite inroads into the 
Government's hitherto strong position 
on the family partnership issue. 

Out of a total of 15 family partner- 
ship decisions issued by the various 
Circuit Courts during 1948 to date, 
9 decisions ruled in favor of the tax- 
payer. Furthermore it should be noted 
that four out of the six adverse deci- 
sions represented instances in which 
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the findings of fact of the Tax Court 
were sustained on the basis of the 
Dobson rule. Whether or not these 
same decisions would have resulted 
with the elimination of the Dobson rule 
is problematical, although it is the per- 
sonal opinion of the writer that in each 
of these cases the facts were such that 
recognition of the family arrangements 
could not be expected. 
(Jake Weinstein v. Commissioner, CCA-6, 
February 16, 1948; W. G. Hougland v. 
Commissioner, CCA-6, March 22, 1948; 
O. P. Nordling v. Commissioner, CCA-9, 
March 23, 1948; 
Commissioner, CCA-4, April 1, 1948.) 


With regard to the nine favorable 
decisions the following general com- 
ments seem noteworthy: 


1. Where the Commissioner finds, 
on the basis of either services or capi- 
tal, that a valid partnership exists, he 
may not arbitrarily alter the allocation 
of income as prescribed by the partner- 
ship agreement. 


(W. B. Woosley v. Commissioner, CCA-6, 
June 22, 1948; Claire L. Canfield v. Com- 
missioner, CCA-6, July 12, 1948: L. B. 
Hartz v. Commtssioner, CCA-8, October 
27, 1948.) 


2. Where the rule of the Tower and 
Lusthaus decisions was deemed satis- 
fied, the validity of the resultant part- 
nership may not be upset merely be- 
cause of the absence of an express 
agreement between the parties, either 
oral or written. 

(William Weizer v. Commissioner, CCA-6, 

January 26, 1948.) 


3. The service feature of the Tower 
and Lusthaus rule does not necessarily 
contemplate that said services must be 
presently rendered or have been ren- 
dered in the past in order that a family 
partnership might be deemed valid. It 
is sufficient if there is a definite expec- 
tation, intention and agreement that 
they will be rendered in the future. In 
the case in question a partnership was 
found to exist involving a father and 
several children notwithstanding the 
fact that several of the sons were re- 
strained from rendering services dur- 
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ing the year under review because they 
were either in the military service or 
going to school. 
(W. O. Culbertson, Sr. v. Commissioner, 
CCA-5, June 30, 1948.) 


4. A gift to a daughter-in-law and 
granddaughter was not considered 
within a close family group and there- 
fore was distinguishable from the hus- 
band and wife partnership condemned 
in the Tower & Lusthaus cases. 


(Thomas A. Walsh, Jr., et al. vy. Commis- 
sioner, CCA-8, November 12, 1948.) 


5. The other favorable decisions of 
the Circuit Courts either involved spe- 
cial sets of facts not of general applica- 
tion or reflected the recognition of 
family partnerships on the narrow basis 
of the contribution by the suspect part- 
ners of either services or capital as 
required by the Tower and Lusthaus 
rule. However, it may be worthy of 
notice that two 1947 District Court de- 
cisions which had upheld the validity 
of the family partnership in question 
were sustained upon review by the 
upper court. 


(Marion H. Allen v. James A. Knott, 
CCA-5, March 12, 1948; H. E. Arnold v. 
Julius Schepps, CCA-5, March 12, 1948.) 


It is when we turn to the decisions 
of the United States District Courts, 
however, that the tax practitioner sad- 
dled with a family partnership case can 
really find cause for increased hope. In 
nine decisions issued during the year 
to date, six were decided in favor of 
the taxpayer, a truly remarkable per- 
centage of success considering the is- 
sue involved. Practitioners affected by 
this problem might do well to examine 
in detail the more significant of these 
favorable decisions for application to 
their individual cases: 

(H. F. Walsh v. F. J. Shaughnessy, VU. S. 

District Court, Northern District of New 

York, April 6, 1948; Titus W. Hager v. 

G. Kavanagh, U. S. District Court, West- 

ern District of Michigan, December 6, 

1947; A. Cooke v. S. R. Glenn, U. S. Dis- 

trict Court, Western District of Kentucky, 

May 6, 1948; and J. A. Riggs, Sr. v. H. E. 

Thompson, U. S. District Court, Eastern 

District of Arkansas, April 15, 1948.) 
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Based upon the foregoing it would 
seem that a practitioner who is bur- 
dened with a family partnership case 
should first attempt to examine all of 
the favorable decisions issued by the 
various courts during 1948 in an at- 
tempt to correlate his case with those 
in as many instances as possible. If, 
after this, he is unsuccessful in settling 
his case with the Bureau, some serious 
consideration should be given to the 
advisability of paying the deficiency 
and applying for a refund with an ulti- 
mate eye toward suing in the District 
Courts as opposed to resisting the de- 
ficiency through a petition to the Tax 
Court. This is a conclusion which many 
practitioners have been adopting as a 
result of the 1948 trend in family part- 
nership cases. 


Sale of Corporate Property 

by Stockholders 

There are few practitioners who have 
not, in recent years, encountered the 
tax effects of the Court Holding Co., 
decision issued by the Supreme Court 
in 1945 (324 U.S. 331). As most of 
us know, the court, in that case ruled 
that a sale of corporate property follow- 
ing fast upon the liquidation of a cor- 
poration was taxable first to the corpo- 
ration, thereby causing a double tax: 
one to the corporation upon the sale of 
the property, and the other to the stock- 
holders upon liquidation. Many sales 
of property have been held up because 
of this risk. Other practitioners and 
taxpayers have executed these types of 
transactions and are presently awaiting 
with bated breath the examination of 
the applicable returns. 

Eight decisions have been issued dur- 
ing 1948 to date dealing with this prob- 
lem and it should be heartening to many 
of us to note that the taxpayer has been 
successful in six of said decisions. It 
would appear as a fairly general con- 
clusion that, where the taxpayer can 
clearly establish on the basis of fact that 
no negotiations were engaged in prior 
to liquidation and that the sale clearly 
took place after that date, then the pen- 
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alty of double tax would be avoided. 
The following general gleanings de- 
rived from a perusal of the pertinent 
decisions may be of interest: 

1. One of the adverse decisions in- 
volved a sale of real estate wherein all 
of the negotiations leading to and con- 
cluding with an agreement to sell were 
conducted by a corporate officer, during 
which period the title to said property 
was held by the corporation. As soon 
as the agreement to sell was arrived at, 
the corporation was liquidated and the 
sale immediately concluded. It should 
be obvious to all practitioners that this 
course of action is risky and generally 
can be avoided. 


(R. Kaufman vy. Commissioner, 11 T.C. 
No. 58, September 28, 1948.) 
2. In another decision the courts 


ruled that ‘‘a shareholder in a corpora- 
tion may validly contract to sell certain 
assets then owned by the corporation 
before any steps are taken toward li- 
quidation, if he has reasonable prospect 
of obtaining title to them within the 
time fixed by the contract for convey- 
ance.” It was noted by the court that 
at no time during negotiations was a 
proposition ever made to the corpora- 
tion or considered by its Directors and 
that the contract of sale was always in 
the name of the stockholders. It is 
difficult for the writer to appreciate any 
realistic distinction between the set of 
facts in this decision and those of the 
Kaufman case. It would seem that the 
procedures followed by the stockholders 
in this case could and should be avoided 
despite the fact that they were suc- 
cessful. 

Dallman, U. S 


(C. M. Baum et al., v. : 
District of II- 


District Court, Southern 

linois, February 24, 1948.) 

3. The taxpayer was upheld al- 
though the facts indicated that only 5 
days had elapsed between date of liqui- 
dation and date of sale. 

(U.S. v. Cummins Distilleries Corporation 

et al., CCA-6, February 6, 1948.) 


Somewhat akin to this line of deci- 
sions is the case of Transport Trading 
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& Terminal Corporation v. Commis- 
sioner, (Tax Court Memo Decision, 
April 28, 1948). Here a corporation 
distributed an asset which had appre- 
ciated in value as a taxable dividend to 
its sole stockholder, another corpora- 
tion. The court was unsuccessful in 
attempting to tax the issuing corpora- 
tion with a gain upon issuance of the 
dividend. This decision has been ap- 
pealed to the Circuit Court. If the tax- 
payer is again successful, then a fairly 
substantial form of tax avoidance may 
be deemed approved by the courts. 


Section 102—Surtax Arising from 
Improper Accumulations of 
Surplus 


Only five cases were reported during 
1948 to date on the above matter. This, 
however, may not be taken as an indi- 
cation of a lack of interest in the surtax 
on the part of the Government. The 
taxable years generally under review 
at the present time by the courts are 
1942, 1943 and possibly 1944. These 
were excess profits tax years, and the 
depressant effects upon income, surplus 
and current positions of this high tax 
served generally as an inadvertent 
minimization of the Section 102 prob- 
lem. With the elimination of excess 
profits taxes and the maintenance of 
high corporate profits, tax practitioners 
are now experiencing a greater pres- 
sure from the Treasury Department on 
this matter and can expect even greater 
interest therein in the future. 

Of the five decisions, three were 
rendered in favor of the Government 
and two in favor of the taxpayer. Al- 
though each case rests strongly upon 
the facts implicit therein making broad 
generalizations difficult, some observa- 
tions can be gleaned therefrom. 

The Treasury Department still relies 
heavily upon the existence of certain 
types of evidence as establishing the 
accumulation of surplus beyond the 
reasonable needs of the business. These 
include outstanding loans to stockhold- 
ers, investments in nonbusiness real 


1949 


estate or securities, large amounts of 
cash and other quick assets, etc. 

The importance of the foregoing 
types of evidence as forerunners of a 
Section 102 problem can best be gath- 
ered from a Tax Court decision which 
ruled in favor of the taxpayer. The 
corporation involved had had financial 
difficulties over a long period of time. 
lt was faced with a lawsuit involving 
material damage claims by a former 
employee which was, in fact, won by 
the employee after the close of the year 
under review. Furthermore, legal ad- 
vice was rendered indicating that the 
corporation could not pay dividends be- 
cause of the absence of accumulated 
earnings. Nevertheless, the Commis- 
sioner saw fit to bring this Section 102 
case to trial simply because a large 
amount of the taxpayer’s capital was 
invested in stocks and loans to non- 
subsidiary corporations and corpora- 
tions controlled by its own stockhold- 
ers. The fact that these loans and 
investments were made for business 
purposes was disregarded by the Com- 
missioner, who apparently felt that the 
mere existence of these factors created 
a prima facie case of improper accumu- 
lation of surplus. 


(William C. Atwater & Co., Inc. v. Com- 
missioner, 10 T.C. 218, February 4, 1948.) 


Generally, the strongest argument 
which can be offered in resistance to a 
Section 102 surtax is the requirement 
of the accumulated surplus for the pur- 
poses of expansion. The remaining 
three decisions issued during 1948 in- 
dicate in some measure the extent to 
which practitioners and their clients 
can rely on this defense. 


(a) Where the taxpayer could estab- 
lish that a change in the nature of the 
neighborhood in which its principal re- 
tail store was located necessitated the 
establishment of branches in other sec- 
tions of the city, his estimate as to the 
probable costs of this expansion pro- 
gram were considered honest and rea- 
sonable and did not require further 
substantiation. Furthermore, the tax- 
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payer's claim that an accumulation of 

surplus was eo vecause it ex- 
! 

pected a post-wi boom in the retail 


furniture | 


the financing of larger 


yusiness which would require 
amounts Of ac- 
and inventory, was 
likewise considered acceptable as a de- 
fense. The fact that the actual realiza- 
ion of the expansion program was 
deferred because of Government re- 
strictions on credit and because of the 
war, did not weaken the taxpayer's 
contention in the eyes of the Court. 


receivable 


counts 


(J. L. Goodman Furniture Co., 11 T.C. 
No. 64, September 30, 1948.) 


(b) The conclusion arrived at in the 
Goodman case cited above must, how- 
ever, be weighed in the light of two 
earlier decisions issued in the same 
year. In one instance the corporate 
taxpayer's argument that it was accu- 
Sane surplus for the purpose of 
enlarging ts income producing 
asst t, a movie theater, so as to meet 
competition and to secure tl 


sole 





the benefits 
of available business, was rejected be- 
cause war conditions made it improb- 


able that .the work could be done or 


would be done in the ascertainable 
ture. In another and more striking 
decision, the court sustained the Com 


nussioner despite definite evidences on 
the part of the taxpayer of a commit- 
ment to a major expansion program 
where it was also determined that be- 
cause of the war and material shortages 
the fulfillment of this program would 
not be accomplished for a number of 
years. The Court pointed out that the 
taxpayer could expect future earnings 
to help finance this program and would 
undoubtedly not be obliged to pay the 
entire cost in one year. Alt beach the 
latter two 


arguments would appear to 
be inconsistent with conservative cor 
porate management, nevertheless the 
decision was rendered in favor of the 
Commissioner. 


‘orp., Tax Court 
, 1948: World Pub- 


CA-10, July 15, 


(Colonial Amusement 
Mem y Decision, July 
lis] J) i } ( Vv. VY. ‘ (". S. 
1948 
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Generally it would _— that unless 
the expansion program is backed up 
by concrete evidence cao as architect’s 
plans, contractor’s cost estimates or en- 
gineering reports and unless said pro- 
gram is actually accomplished within 
a reasonable time after the year under 
review, practitioners should be pre- 
pared to experience some difficulties in 
the utilization of this factor as a defense 
against the imposition of the Section 
102 surtax. 


Section 45—Transactions 
Between Related Taxpayers 


The decisions issued during 1948 
with regard to the above section of the 
law dealing with the prerogatives of 
the Commissioner to alter items of in- 
come and deduction between or among 
related taxpayers so as to more cor- 
rectly reflect true taxable income, can 
be of great interest and possible value 
to tax practitioners. 

In an early 1948 Circuit Court deci- 
sion which is now pending before the 
Supreme Court, the separate existence 
of subsidiary corporations was sus- 
tained despite the fact that all of its 
income was turned over to the parent 
corporation except for an amount equal 
to a fixed percentage upon capital. 
Each corporation subsidiary was found 
to be an exclusive agent of the parent 
corporation for the manufacture and 
sale of a completely separate product. 
The court recognized the corporate en- 
tities despite the fact that the parent 
corporation retained direction of their 
affairs, provided all of their assets, 
guaranteed all of the liabilities and took 
most of the profits. The possibilities 
implicit in this tax decision of utilizing 
subsidiary corporations as a means of 
securing the benefits of lower corporate 
tax brackets should not be overlooked 
where corporate functions can be logi- 
cally subdivided. Close attention should 
be paid to the Supreme Court decision 
in this matter. 

National Carbide Cor- 
March 31, 1948.) 


(Commissioner v. 
poration, et al., CCA-2 
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In another situation, stockholders of 
an existing corporation organized a 
partnership to take over a portion of 
the taxpayer corporation’s business. 
This partnership was organized with 
the stockholders’ own funds. Whereas 
the existing corporation had previously 
performed both operations, now it con- 
fined its activities to the operation of a 
foundry while the partnership com- 
pleted all of the manufacturing pro- 
cesses. The partnership rented floor 
space and machinery from the corpora- 
tion at a fair rental. There was no 
commingling of funds or accounts. The 
courts found no shifting of income or 
deductions between the two entities. 
The court ruled that the operation of 
the foundry and the factory were not 
interdependent and therefore sustained 
the taxpayer in the operation of the two 
separate businesses. The benefits that 
can be obtained from the correct and 
successful application of the principle 
of the foregoing decision are varied and 
important : 


(a) The income of a corporation may 


be brought into lower tax brackets. 


(b) Where salaries of corporate officers 
cannot be increased without fear of ex- 
ceeding the test of reasonableness, the 
above device circumvents the entire 
problem. 

(c) Where Section 102 is a factor in the 
corporation, the elimination of future in- 
come therefrom is of obvious value. 

(d) To the extent that the corporation 
may approach a situation where dividends 
are required, the income attributable to a 
separate partnership avoids the penalty of 
double tax. 

(Buffalo Meter Company v. Commissioner, 
10 T.C. 83, January 14, 1948.) 


This view was confirmed by a similar 
finding in the case of Miles-Conley Co., 
Inc., 10 T.C. 761, April 30, 1948. 


In two other the courts 
permitted the deduction of losses on 
the sale of property between related 
corporations where said losses arose 
from bona fide transactions. The facts 
of both of these decisions should be 
studied to determine what the courts 
consider “‘bona fide transactions”. 


decisions 
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(Anderson Clayton & Company, Tax 


Court Memo Decision, August 18, 1948; 
Brost Motors, Inc., Tax Court Memo 
Decision, October 29, 1948.) 


Section 129—Acquisitions to 

Evade Tax 

Practitioners have waited with inter- 
est for court decisions to outline policy 
in the administration of Section 129 
introduced by Congress in 1943 at the 
request of the Treasury Department to 
prevent tax avoidance by the acquisi- 
tion of a corporation or of assets solely 
to secure a tax benefit not otherwise 
available. Two decisions bearing on 
this issue were released during 1948. 

In 1943 the stock of an existing cor- 
poration was acquired by new stock- 
holders. The corporation had been in 
business as a manufacturer of gloves. It 
was acquired for the purpose of distrib- 
uting watches. The corporate name was 
changed accordingly. The Tax Court 
permitted the utilization of the cor- 
porate net operating loss and unused 
excess profits tax credit as an offset 
against the income resulting from the 
new operations on the theory that the 
change in stockholders had no effect on 
the corporate life. If Section 129 were 
applicable, ruled the courts, it would 
apply to an acquiring corporation and 
not to the acquired entity. 

(Alprosa Watch Corp. v. Commissioner, 

11 T.C. No. 36—August 31, 1948.) 

In the other case, a corporation 
operating at a loss purchased stock in 
another corporation from its own 
stockholder. As a consequence, sub- 
stantial dividends were received by the 
acquiring corporation. Because of its 
own operating losses and the dividends 
received credit, very little tax was paid 
on said dividends, instead of the sub- 
stantial tax that would have been paid 
by the individual stockholder. It was 
pointed out by the court that the divi- 
dends provided a source of needed 
funds for corporate repairs and expan- 
sion, and that tax savings to the stock- 
holder were only incidental. Section 
129 was therefore deemed inapplicable. 

(Commodores Point Terminal Corp., 11 

T.C. No. 52—September 27, 1948.) 
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Corporate Reorganizations 

and Liquidations 

The year 1948 was marked with a 
series of decisions involving attempts 
on the part of stockholders to withdraw 
corporate funds on a tax-free basis or 
by paying the less painful capital gains 
tax and avoiding the tax on dividends. 
Generally these attempts have been un- 
successful. The courts have consistent- 
ly broken through all subterfuge and 
defenses and taxed as dividends all 
transactions effectuating taxable dis- 
tributions regardless of their outward 
form. A study of the facts and conclu- 
sions of these cases may be of benefit. 

Corporation “A” with surplus assets 
transfers all of its operating assets to 
new Corporation “B”’ in exchange for 
the stock of the latter company. Cor- 
poration “A” then dissolves, conveying 
to its stockholders the new stock plus all 
of the residual assets. The courts held 
this type of transaction to constitute a 
tax-free reorganization insofar as the 
stock of Corporation “B” was con- 
cerned. The receipt of the surplus funds 
was, therefore, taxable as a dividend 
under Section 112(c)(2) of the Code. 
Taxpayer’s contention that no business 
purposes existed for the transfer of 
assets and hence there could be no tax- 
free reorganization, was rejected by 
the courts. 

(Estate of John B. Lewis, 10 T.C. 1080, 

June 10, 1948; Estate of Elise W. Hill, 

10 T.C. 1090, June 10, 1948.) 

A variation on the foregoing theme 
was attempted by a taxpayer and sus- 
tained by the courts. Stockholders of 
Corporation “A” were desirous of sell- 
ing its physical properties. They there- 
fore caused the dissolution of that cor- 
poration receiving cash and said prop- 
erties in liquidation. They, thereupon, 
conveyed the properties to a newly 
organized Corporation “B” for all of 
its stock. Corporation “B” then sold 
the properties to purchasers who had 
never negotiated with Corporation 
a. ad 

The Commissioner insisted this con- 
stituted a tax-free reorganization and, 
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therefore, Corporation “B’s”’ basis 
would relate back to Corporation “A”’. 
The court disagreed, pointing out that 
Corporation “B” was not formed to 
carry on Corporation “A’s” business 
but only to sell the assets. Hence there 
must be deemed to have occurred two 
separate events, a taxable liquidation 
of Corporation “A”, followed by the 
transfer of assets to Corporation “B”. 
The basis of the property to the latter 
corporation must therefore be fair mar- 
ket value at date of liquidation. 

It is obvious that the decision rests 
entirely upon the conclusion that the 
sole function of Corporation “B” was 
to sell the assets. It was only upon this 
basis that the transaction was held not 
to be a tax-free reorganization as in 
the Hill and Lewis cases. This type of 
transaction, therefore, cannot lend it- 
self to an attempt to minimize dividend 
and Section 102 problems of a con- 
tinuing corporation by an indirect with- 
drawal of funds at capital gains rates. 
However, it would appear that a basis 
for avoiding the double tax on a sale of 
property by the corporation may exist. 
This decision should be considered 
simultaneously with the other 1948 de- 
cisions revolving about the Court 
Holding issue. 

(Standard Realization Company, 10 T.C. 

708, April 29, 1948.) 

Several stockholders of a corpora- 
tion contracted to purchase the stock 
of other retiring stockholders. The 
money to finance this purchase was 
borrowed from the corporation. Later 
these stockholders sold a portion of this 
purchased stock to the corporation in 
partial reduction of their indebtedness 
thereto. This procedure was _ subse- 
quently. repeated. The court pointed 
out that there was no intent on the part 
of either the corporation or the stock- 
holders to liquidate the corporation 
either in part or in whole. It was indi- 
cated that the percentage of stock hold- 
ings of the individuals involved re- 
mained virtually the same before and 
after the sales to the corporation. 
Relying upon their interpretation of the 
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real effect of this transaction and not 
its mere form, the court held that the 
purchases by the corporation from the 
stockholders were in effect distribu- 
tions essentially equivalent to a taxable 
dividend under Section 115(g). It is 
questionable, however, whether the 
same decision would have been issued 
if the corporation had, from the incep- 
tion, contracted for the purchase of the 
original retiring stockholders’ stock. 

(Ely Roy Loewenthal et al., v. Commis- 

stoner, CCA-7, July 21, 1948.) 

As usual, the courts were not entire- 
ly one-sided in their approach to this 
matter. Unfortunately this broadness 
of view is generally of little assistance 
to the practitioner and usually merely 
creates greater areas of doubt. In one 
early 1948 decision an exchange of 
common voting stock for non-voting 
preferred stock was held to be a non- 
taxable reorganization even though the 
exchange was not pro-rata among all 
stockholders. The petitioners’ claim 
that the purpose of the reorganization 
was to induce certain inactive women 
stockholders to surrender their voting 
stock so as to make the remaining stock 
more salable and to attract improved 
executive talent, was held to constitute 
a valid business purpose. 

(Marjorie N. Dean et al., v. Commissioner, 

10 T.C. 19, January 8, 1948.) 

The Tax Court sustained the tax- 
payer in a situation wherein a corpora- 
tion controlled by the taxpayer pur- 
chased from him a portion of his stock 
with an avowed purpose of making this 
stock available to employees. The 
Commissioner had attempted to tax 
these purchases as distributions essen- 
tially equivalent to a dividend under 
Section 115(g) of the Code. This case 
is almost exactly analogous to the 
aforementioned Loewenthal decision 
which was decided adversely for the 
taxpayer, with the one and important 
exception that here a business purpose 
existed for the transaction. It is the 
writer’s opinion, however, that this de- 
cision is not strong enough to induce 
practitioners, in reliance thereon, to 
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propose or endorse similar transac- 
tions. 

(Fred B. Snite, 10 T.C. 523, March 25, 

1948.) 

Later in the year the same court is- 
sued an interesting decision on a some- 
what related set of facts. Here a 
wholly-owned subsidiary purchased the 
stock of its parent corporation from 
an important stockholder of the parent 
corporation. The stockholder, prior to 
the purchase of the stock, was prac- 
tically the sole owner of the parent cor- 
poration. Both the parent and sub- 
sidiary corporations had accumulated 
earnings. The Commissioner attempted 
to tax the purchase as a distribution 
of a dividend. The court rejected this 
view stating that the purchase of a par- 
ent corporation’s stock as_ treasury 
stock by a subsidiary corporation was 
not a dividend to a shareholder of the 
parent corporation. There seemed to 
be no doubt that the courts would have 
ruled it a dividend if the parent com- 
pany had repurchased the _ stock 
directly. 

To the writer this seems to be a dis- 
tinction without a difference. Again it 
would appear that too much reliance 
should not be placed on this decision 
as a basis for action. 

(Trustees common stock John Wanamaker, 

Philadelphia, under Will of Rodman Wana- 

maker, Deceased, 11 T.C. No. 48, Septem- 

ber 27, 1948.) 

It would appear in general that the 
Treasury Department and the courts 
are continuing the pattern set in 1947 
by the Adams and Bazley Supreme 
Court decisions, namely, that any re- 
organization, liquidation, or distribu- 
tion which has the effect of distributing 
corporate earnings to stockholders will 
be taxed as a dividend notwithstand- 
ing the form in which the transaction 
is cast. 

Net Operating Loss 

Carryback—Individual 

Five decisions issued in 1948 set 
forth an important limitation upon the 
employment by individuals of business 
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losses as net operating loss carryback 
or carryforwards under Section 122 
of the Code. Only if the loss in ques- 
tion arose directly from a_ business 
regularly carried on by the individual 
taxpayer may it constitute part of the 
net operating loss carryback. Thus, 
farmers and business men were not 
permitted to include losses from the 
sale of lands and equipment formerly 
or currently used in their businesses as 
part of their net operating loss deduc- 
tions. It was decided that none of them 
were in the business of selling land and 
equipment and hence said losses could 
not be deemed to arise directly from 
their regular business. 
(Foreman v. Harrison, U.S. District Court, 
Northern Division of Illinois, June 1, 1948; 
Joseph Sic, 10 T.C. 1096, June 10, 1948; 
M. H. Pettit, Tax Court Memo Decision, 
June 10, 1948; Hartwig N. Baruch, 11 T.C. 
No. 14, July 29, 1948; N. A. Lasier v. 
United States, CCA-8, November 10, 1948.) 


Sale of Partnership Interest 

The courts have apparently agreed 
that a sale of a partnership interest re- 
sults in a capital gain, with the holding 
period dependent upon the length of 
time the interest was held and not by 
reference to the individual assets owned 
by the partnership at the time of the 
sale. This rule does not apply in the 
case of the sale of a business by an 
individual proprietor. 

(Commissioner v. Allan S. Lehman, 

CCA-2, January 5, 1948; H. R. Smith v. 

Commissioner, 10 T.C. 398, February 27, 

1948; Commissioner v. Estate of David 

Gartling, CCA-9, October 21, 1948.) 


Supreme Court 

The year 1948 has been relatively 
uneventful insofar as Supreme Court 
tax decisions are concerned. Only two 
mention and even 
these are of limited import. 


cases are worthy of 


Where a taxpayer corporation re- 
its income tor income tax pur- 
poses on the installment basis and 
elects, under Section 736(a), to employ 
the accrual basis for excess profits tax 


ports 


44 


purposes, the Reserve for Unrealized 
Profits, is, nevertheless, not to be in- 
cluded as part of accumulated earnings 


in calculating the invested capital 
credit. 
(Commissioner v. South Texas Lumber 


Company, 333 U.S. 496, March 29, 1948.) 


In another decision, the court ruled 
that income from patent license con- 
tracts was taxable to the husband de- 
spite the prior assignment of said con- 
tracts to his wife. The arrangement 
was held to be an assignment of the 
right to receive income and not a com- 
plete or substantial disposition of the 
husband’s interest in the income-pro- 
ducing asset itself. The court relied 
heavily upon the assignor’s powers 
over the basic patents, his control of 
the licensee corporation, and the non- 
exclusive and cancellable nature of the 
contracts themselves, in arriving at its 
decision. 

(Commissioner v. Joseph Sunnen, 333 U. S. 

591, April 5, 1948.) 

The effect of this latter decision has 
been somewhat offset by the Revenue 
Act of 1948 with its income-splitting 
features. Furthermore it should not be 
assumed from this case that income- 
producing property cannot be success- 
fully assigned. Where an interest in a 
patent was conveyed rather than a 
share of its future earnings, the assign- 
ment was recognized for income tax 
purposes. (Carl G. Dreyman, 11 T.C. 
No. 23, July 9, 1948.) 

It is only when the arrangement is 
deemed an anticipatory assignment of 
income, or where the facts indicate a 
retention of sufficient control by the 
assignor to amount to retained owner- 
ship that the transfer will be set aside 
for tax purposes. Examples of this 
situation are as follows: 

(a) Dividends on stock presumably 
sold to son taxed to father. 
(John F. Gouldman v. 
CCA-4, January 5, 1948.) 


Commissioner, 


(b) Royalties upon a patented pro- 
cess, where the right to receive said 
royalties was received by taxpayer as 
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compensation, taxed to him despite 
prior assignment to wife. 

(Lewis. L. Strauss v. 

CCA-2, June 4, 1948.) 

(c) Recoveries on accounts written 
off as bad debts and distributed as a 
dividend prior to recovery, taxed to 
distributing corporation. 

(Commissioner v. First State Bank of 

Stratford, CCA-5, June 25, 1948.) 

(d) Profits from a business gifted 
in its entirety to another member of 
the family taxed to the assignor, where, 
after the gift, he continued to manage 
and control it. 


(R. N. Semmler, Tax Court Memo Deci- 
sion, February 26, 1948; J. M. Henson, 
10 T.C. 491, March 22, 1948.) 


Commissioner, 


Miscellaneous Decisions 


A corporation repurchased its own 
bonds at a discount from two separate 
sources, one of which was an affliated 
company with common stock owner- 
ship and with whom it had maintained 
a close business relationship, and the 
other a distinct non-related outsider. 
In both cases the purchase was made 
as a result of direct negotiation. The 
court held that in the first instance the 
discount was the result of a non-taxable 
forgiveness of indebtedness under the 
rationale of the American Dental case. 
The latter purchase, however, repre- 
sented a normal relationship between a 
corporation and its bondholder which 
the court believed did not fall within 
the purview of a nontaxable gift de- 
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spite the existence of direct negotiation. 
The issue in this case will be much 
clarified when the Supreme Court is- 
sues its decision in the Lewis Jacobson 
case now pending before that Court. 

(Edmont Hotel Company, 10 T.C. 260, 

February 10, 1948.) 

The issuance of a note in satisfaction 
of a corporate liability for accrued sal- 
aries will satisfy the payment require- 
ments of Section 24(c) of the Code 
where the note is issued either before 
the end of the fiscal year or within 2% 
months after the close of the fiscal year. 

(The Akron Welding & Spring Company, 

10 T.C. 715, April 28, 1948; Mundet Cork 

Corporation, Tax Court Memo Decision, 

June 30, 1948.) 

A liquidation of a wholly-owned 
subsidiary will still qualify as tax-free 
under the provisions of Section 112 
(b) (6), notwithstanding the fact that 
the sole property received by the parent 
corporation consisted of cash. 

(International Investors Corporation, 11 

T.C. No. 82, October 25, 1948.) 

Where rental charges for machinery 
were fixed so that at the expiration of 
the lease, the lessee had the option to 
purchase the equipment at a compara- 
tively nominal price, said charges are 
considered as applicable toward the 
purchase price and may not be de- 
ducted. Of course the lessee would be 
entitled to depreciation on the assets 
thus acquired. 

(Judson Mills, 11 T.C. 

1948.) 


No. 3, July 14, 
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The Current Depreciation Mirage 


By Joun N. Myer 


A STOCKHOLDER in one of our large 
i corporations recently came to the 
writer for an explanation of a summary 
included in the corporation’s annual 
report. This summary, which analyzed 
the increase in working capital, was 
like this: 


Additions to Working Capital: 





eee | $156,384 
Depreciation ........ 25,000 
Issue of additional 
capital stock ... 100,000 
Total additions .. $281,384 
Deductions from Working Capital: 
Additions to plant and 
equipment ......... $185,500 
Redemption of bonds. 50,000 
Dividends ........... 30,000 
Total deductions. 265,500 
Increase in 
working capital 


The corporation’s income statement 
was displayed on another page of the 
report. In condensed form, its show- 
ing was in the following manner: 

Sales 


$850,625 


Cost of goods sold .. 305,156 
$545,469 
Depreciation ........ $ 25,000 
Other expenses (in- 
cluding federal in- 
come tax )........ 364,085 389,085 


Net profit carried 
to surplus ..... $156,384 





Joun N. Myer, M.S., is As- 
sistant Professor of Accountancy in 
the School of Business and Civic 
Administration of The City College 
of New York. He has for some time 
specialized in the field of accounting 
interpretation and is the author of 
“Financial Statement Analysis.” 
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The stockholder stated that the sum- 
mary of the change in working capital 
was quite clear to him except for one 
item: depreciation. He could not un- 
derstand how depreciation causes an 
addition to working capital. The ex- 
planation given by the writer was that 
while the figures in the summary were 
correct and quite understandable to the 
trained accountant, they were obvious- 
ly misleading to one not well versed in 
accounting. 

In order to clarify the matter the 
writer proceeded to recast the sum- 
mary into the following form: 


Additions to Working Capital: 


SN OR ere ae $850,625 
Issue of additional 
capital stock ...... 100,000 
Total additions .. $950,625 
Deductions from Working Capital: 
Cost of goods sold.... $305,156 
Expenses (including 
federal income tax) 364,085 
Additions to plant and 
equipment ........ 185,500 
Redemption of bonds. . 50,000 
DIVIGENES: oa cas ones 30,000 
Total deductions. 934,741 
Increase in 
working capital $ 15,884 


The reader will notice that this re- 
vised form differs from the original in 
that in place of the net profit, three 
components of this item, — namely, 
sales, cost of goods sold, and expenses 

are shown; also that the fourth— 
depreciation—has been omitted. 

The net profit is the net of various 
items ; some of them increase the work- 
ing capital, others decrease it, while 
still others do not affect it at all. There- 
fore, the statement accounting for the 
increase in working capital is more 
understandable when the components 
of the net profit that affect the work- 
ing capital are shown and classified 
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according to whether they increase 
or decrease it and those that do 
not affect the working capital are 
omitted. Thus the revised form of the 
statement shows that one of the com- 
ponents of the net profit, sales, in- 
creased the working capital (in the 
form of cash and receivables) and that 
two of the components, cost of goods 
sold and expenses, decreased the work- 
ing capital (by increases in accouzits 
payable and decreases in cash). The 
depreciation has been omitted because 
it did not affect the working capital 
(it caused no increase or decrease in 
the current assets or current liabili- 
ties). 

The original form of the summary 
shows additions to working capital: 


ROU PROME <ia:5:co nde secceeecess $156,384 
DENTECIGHON ..00.5ccccnnsn dans 25,000 
$181,384 


The total is the addition to working 
capital through operations. Since the 
depreciation was deducted from the in- 
come in computing the net profit and 
as it did not affect the working capital 
it is added back in order to arrive at 
the addition to working capital through 
operations. 

In the writer’s form of analysis the 
increase is computed in the following 
manner : 





Le eee Pee $850,625 

Cost of goods sold .. $305,156 

PEMNORSES 55:0 six ccs ous 364,085 669,241 
$181,384 


In order to show more clearly the 
addition to working capital through the 
operation of the business the following 
arrangement of the working capital 
summary might be made: 

Addition to Working Capital Through 


Operations: 
RIGS: ok ciwncn od pares 350,625 
Cost of goods sold.... 305,156 
$545,469 
PUXMONEES 5.3 Sse 364,085 
Addition through 
operations ..... $181,384 


*In the main. 
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Other Additions to Working Capital: 
Issue of additional 


capital stock ...... 100,000 
Total additions .. $281,384 
Deductions from Working Capital: 
Additions.to plant and 
equipment ......... $185,500 
Redemption of bonds. . 50,000 
Dividends: 2... 6¢.62+0% 30,000 
Total deductions. 265,500 
Increase in 
working capital $ 15,884 


Recovery of Costs and Expenses 

Various economists have given an 
explanation of variation in working 
capital which coincides with the first 
form of the working capital summary 
presented above. They have reasoned 
that when a business has made a profit 
the gross income consists of three ele- 
ments: (1) recovery of expenditures 
during the period* for cost of goods 
sold and for expenses; (2) recovery of 
expenditures in prior periods* applica- 
ble to the current period (deprecia- 
tion) ; and (3) net profit. Thus, in the 
illustrative case above, the gross in- 
come from sales, $850,625, according 
to this analysis would be divided into 
(1) recovery of expenditures during 
the period for cost of goods sold and 
expenses, $669,241; (2) depreciation, 
$25,000; and (3) net profit, $156,384. 
Of these, (2) depreciation plus (3) net 
profit caused an increase in working 
capital through operations of $181,384. 

From the writer’s version of the 
working capital summary, the analysis 
of the gross income from sales, 
$850,625, divides itself into two cate- 
gories: (1) recovery of expenditures 
for cost of goods sold and expenses, 
$669,241; and (2) excess of gross in- 
come over cost of goods sold and ex- 
penses, $181,384, which resulted in an 
increase in working capital through 
operations of $181,384. The reader 
will notice that there is no subdivision 
here of the increase in working capital 
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into net profit and depreciation. The 
depreciation charge is completely 


ignored. 

Now it might be said that there is 
here a distinction without a difference ; 
both analyses arrive at the same con- 
clusion: that the working capital in- 
creased $181,384 but in one analysis 
this figure is divided into two compo- 
nents and in the other it is not so sub- 
divided. The writer agrees that it is 
quite all right to analyze the increase 
in working capital into two parts as has 
been done. But unfortunately this pro- 
cedure has led to a serious error which 
permeates the discussion of the contem- 
porary economic problem of the re- 
placement of fixed assets 


Depreciation as a Source of Funds 

At the present time the replacement 
of fixed assets presents a great prob- 
lem because of the rise in the price 
level. Management needs more funds 
with which to make additions to and 
replacements of plant and equipment 
than it formerly did. And so economists 
have set themselves to the task of find- 
ing ways and means to aid manage- 
ment. These economists, following the 
reasoning of the first form of the work- 
ing capital analysis above, have con- 
cluded that since depreciation causes 
an addition to working capital the way 
to get a greater’ increase in working 
capital is to increase the rate of depre- 
ciation. The fallacy in this reasoning 
will become evident if the depreciation 

the j]] } 


in the illustrative case is varied 
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Suppose the depreciation charge 
should be $30,000 instead of $25,000. 
Then the stated net profit would be 
$151,384. And adding the deprecia- 
tion, $30,000, to the net profit, 
$151,384, would yield an increase in 
working capital through operations of 
$181,384,—the same as when the de- 
preciation charge was only $25,000. 
The increase in the depreciation is off- 
set by the decrease in the net profit. 
If, on the other hand, no depreciation 
had been recorded the net profit would 
be $181,384, which is the increase in 
working capital. 

It is thus seen that the increase or 
decrease of the depreciation charge has 
no effect on the working capital and 
so is not a source of funds or working 
capital as alleged. The doctrine that 
depreciation through recovery of past 
expenditures produces funds with 
which to purchase new assets is an 
economic mirage. It has its origin in 
the utilization of the net profit figure 
as the starting point for measuring 
the variation in working capital. A 
business, however, does not get cash 
from net profit. Net profit is merely a 
bookkeeping concept: the difference 
between income and expense. The busi- 
ness gets cash through sales. There- 
fore, the sales figure must be used as 
the starting point for measuring the 
variation in working capital. There 
will be no solution to the managerial 
problem of replacement of fixed assets 
until the notion that depreciation is a 
source of funds is eliminated. 
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Ofthice Procedures 


tor Controlling the Processing and Filing 


of Income Tax Returns 


By HERsertT B, Fiscucrunp, C.P.A. 


hao doctors and dentists will ad- 
mit, if not too many people are 
listening, that they are the world’s 
worst patients. Under similar circum- 
stances, many accountants will agree 
that what their offices need is a good 
systems job. 

In this paper recognition is given to 
the less glamorous phase of an account- 
ing practice known as administration, 
because of its importance in easing the 
burden of the tax season. The discus- 
sion will be limited to those functions 
carried on within the accounting office 
which relate to the control and process- 
ing of income tax returns. Emphasis 
will be placed upon suggested types of 
records to be used for such control, the 
planning and follow-up of tax return 
preparation, and procedures for the re- 
view, typing, mailing and filing of the 
return. 


Control and Follow-Up 
One of the keys to the efficient 
operation of the administrative tax 
function of an accounting firm is the 
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effectiveness of its control records. 
These must be sufficiently comprehen- 
sive to assure, first, that all required 
returns are prepared and, second, that 
they are reviewed and processed in 
ample time for timely filing. 


Control Records 

Some form of “master control” is re- 
quired as the basis for any system. This 
may be maintained in a_loose-leaf 
columnar book. Columnar headings 
should be provided to indicate the name 
of the client, the fiscal year-end date, 
the name of each of the major returns, 
and an additional column for required 
miscellaneous returns, such as fran- 
chise tax returns of other states in 
which the company is qualified to do 
business. The clients’ names are listed 
in alphabetical order and the due date 
of each return to be filed is noted in 
the appropriate column. The control 
book may be divided into sections, one 
covering corporations and_partner- 
ships, and another reserved for indi- 
viduals, estates and trusts, including 
the principals of the business organiza- 
tions for whom returns are to be pre- 
pared. 

Another loose-leaf record should be 
maintained as a control of the various 
returns by due dates. This book con- 
tains a separate section for each type 
of return and, within each section, a 
page or pages for each filing date. For 
example, in the section on Federal cor- 
poration tax returns, all corporations 
with fiscal years ending on October 
31st would be listed on a page for re- 
turns due January 15th. Columnar 
headings in this book provide for the 
name of the staff member to whom the 
return is assigned, the date the pencil 
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is received by the review depart- 
ment for checking, and the date the 
finished return is mailed to the client. 
This latter information is obtained 
from a book maintained by the typing 
and mailing department, to be dis- 
cussed elsewhere in this paper. 

Tax information on new clients is 
posted to the control books from a 
standard information form, which is 
filled in by the partner or supervisor. 
This form indicates the type of organi- 
zation, the fiscal year, and the returns 
to be filed, including the names of any 
principals for whom personal returns 
are to be filed. Returns for corporations 
or partnerships which have just started 
in business are tentatively listed as 
having year-ends due twelve months 
from the date of incorporation or in- 
ception, pending later determination of 
the fiscal year. This information on 
new clients is simultaneously entered 
on a page for “organizations for which 
no fiscal year has been determined.” A 
monthly memorandum is sent to the 
partner in charge of the account indi- 
cating the last possible date for estab- 
lishing the fiscal year as a reminder of 
the tax savings potentialities of a short 
period first year return, When the fis- 
cal year is determined, the client’s name 
is removed from this memorandum 
sheet and appropriate entries are made 
elsewhere in the control records. 

Some firms have found it wise to 
submit tax calendars to their clients, 
setting forth the various returns to be 
filed, the due dates thereof and related 
information as to dates of payment, 
etc. Segregation is usually made be- 
tween those returns to be prepared by 
the client’s internal staff and those to 
be prepared by the accountant. 

Most firms of any size find it neces- 
sary to charge a staff member with the 
initial responsibility for the preparation 
of tax returns. Accordingly, each client 
is assigned to a staff member and all 
control records indicate the name of 
the staff member. 

In order to insure adherence to a 
policy of mailing all returns at least 
ten days in advance of its due date, a 
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follow-up system of reminders is used. 
The staff member is advised by memo- 
randum 45 days in advance of the due 
date of all tax returns assigned to him. 
Another follow-up memorandum lists 
all returns still unprepared 20 days be- 
fore the due date thereof. This memo- 
randum requests immediate reply as to 
the status of such returns and reasons 
for non-completion. 


Progress Charts 

Some form of progress chart may 
be useful in making a quick check of 
the tax return status at any time during 
the tax season. Such a progress chart 
gives a day-to-day report on the num- 
ber of returns to be prepared, the num- 
ber of returns in review, the number in 
typing and the number remaining to be 
prepared. Although the use of such 
quantity control cannot give considera- 
tion to variations in preparation time 
between a simple return and one in- 
volving difficult and time-consuming 
problems, it does provide a satisfactory 
indication as to whether action is re- 
quired to expedite the preparation or 
processing procedure. 


Review of Returns 

The main procedures for the check- 
ing and review of tax returns followed 
by the majority of accounting firms 
vary only in minor degree. 

To insure a thorough review, the 
preparing staff member submits to the 
reviewer the pencil copy of the return 
with the following supporting data: 
A—For individual returns: 

1. The tax work-sheet and supporting 

schedules. 

2. The pencil copy of the corresponding 
state tax return. 
Reconciliation schedule of 
and state taxable income. 

4. Any related federal and state partner- 

ship or fiduciary returns, for a cross- 

check of reported income. 

The office tax file containing copies 

of the federal and state returns of the 

two prior years and the most recent 

Revenue Agent’s report or abstract 

thereof. 

6. Declarations of estimated tax for the 
current and previous year. 
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For corporate, partnership or fidu- 
clary returns: 
1. Work papers and financial statements. 
2. The office tax file containing copies 
of the federal and state returns for 
the two preceding years and copy or 
abstract of Revenue Agents’ reports. 
For both individuals and corporate 
clients, a short reminder question- 
naire filled in by preparer answer- 
ing such questions as: 
Is carry-back claim to be filed? 
Is capital loss carry-over used? 
Was personal holding company 
checked ? 
Is social security tax refund claim to be 
filed, etc.? 
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Wherever necessary, a memorandum 
citing specific case references should be 
attached to the pencil copy of the 
return. 

In view of the fact that most offices 
find it more efficient to prepare federal 
and state returns simultaneously, much 
of the preceding data also relates to the 
review of the state return. 

In the larger firms, the reviewer will 
probably be a member of the tax de- 
partment and, in the smaller or medium 
sized firms, he may be a staff member 
other than the one preparing the re- 
turn. In any event, the reviewer should 
be a thorough individual with imagina- 
tion, in addition to a sound tax knowl- 
edge. He should be able to recognize 
tax saving opportunities as well as 
errors in computation, treatment or 
theory. 

Upon completion of the initial de- 
tailed check by the reviewer, the return 
and supporting data are submitted to a 
partner for a general review as to the 
nature of the income and deductions, 
presentation, treatment and consistency. 

The pencil copy of the return should 
bear a rubber stamp which includes the 
following information : 

Date By 
Prepared 
Reviewed ...... 
Approved ....... 
TEGRODE & oiccc:cieeiese 
Proofread 
Computed ..... ; 
Mailed 


Dat Date. ..<c cs 
Remarks 
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Typing, Computation and 
Proofreading 
Control Book 
Upon receipt in the typing depart- 
ment, the data regarding the return are 
entered in a bound columnar book pro- 
viding for the following information: 


1. Date received 
2. Name of taxpayer 
3. Description of return or form number 
4. Due date 
5. Typist’s initials and date typed 
6. Computer’s initials and date computed 
7. Proofreader’s initials and date . proof- 
read 
8. Mailing date 
Typing 


All returns should be typed in tripli- 
cate. The original is to be sent to the 
appropriate governmental agency; the 
duplicate is mailed to the client for his 
file, and the triplicate is retained by the 
accounting firm. Wherever possible, 
additional copies of lengthy schedules, 
such as capital gains, contributions, 
taxes, etc., are typed on the original 
run for use in the state return. 

The typed return and accompanying 
schedules are then proofread by some- 
one other than the typist and the com- 
putations completely rechecked. The 
name of the proofreader and the typist 
should appear on the office copy. The 
schedules are affixed to the respective 
copies of the returns by the typing de- 
partment and a letter of transmittal 
prepared. The returns are then sub- 
mitted to the supervising partner for 
signature. 


Signing 

Many firms have tax returns signed 
only by a partner. However, there is 
a variance of procedure with respect 
to this question and some accounting 
firms have the staff member who orig- 
inally prepared the return sign it, 
sometimes alone, and often in addition 
to the partner's signature. 


Mailing and Delivery 


The use of a form or letter for trans- 
mittal of the returns to clients is almost 
universal. Any variation of form letter, 
containing the necessary filing instruc- 
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and indicating the due date and, 
amount of install- 
ments, is acceptable. Printed, multi- 
graphed or mimeographed form letters 
can be used for the transmittal of al- 
most any tax return or refund claim. 
Care should be taken to firmly seal 
returns in envelopes marked ‘Confi- 
dential” or ‘Personal’ to avoid un- 
authorized inspection. 

Wherever possible, each return 
should be sent to the client at least ten 
days prior to its due date to allow suffi- 
cient time for review and signature, 
and for discussion and revision, if 
required. 

What is the extent of the account- 
ant’s responsibility in the filing of the 
tax return with the Collector’s office or 
other appropriate agency? Apparently 
there is a great variation in the extent 
of the responsibility assumed by ac- 
counting firms. The most common pro- 
cedure calls merely for the mailing or 
delivery of the return to the client ac- 
companied by proper filing instruc- 
tions. The regular mail is employed by 
most firms; however, some use regis- 
tered mail with return receipt re- 
quested. In either case, the client has 
the ultimate responsibility for the prop- 
er forwarding of the return to the 
Collector’s office. 

Some accounting offices send the re- 
turn to the client by mail, with a re- 
quest that signatures be affixed and the 
forms returned to the accountant with 
check in payment of the tax or install- 
ment due. The returns are then de- 
livered or mailed by the accounting 
firm to the Collector’s office and a re- 
ceipt is requested. 

Some accountants even go to the ex- 
tent of “following up” installments of 
taxes due and act as intermediary in 
forwarding clients’ checks in payment 


thereof. 


: ‘calito 
f applicable, the 


Filing 
Efficient filing is an important func- 
tion in the administrative tax proce- 
dures. In general there are two basic 
systems in use: The first method com- 
bines tax returns and tax data in the 
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folders or envelopes with clients’ work 
papers and statements; the second uses 
separate tax files segregated from the 
work papers. 

For example, we have adopted the 
latter system and use an expanding 
master pocket folder maintained for 
each client, business or individual. 
This folder contains the insert folders 
which hold the income tax returns and 
the master pocket folder is never re- 
moved from the files. Fitting easily 
into this pocket are three legal size 
folders of different colors. A red ox- 
ford folder is used exclusively for Fed- 
eral income tax returns which are 
secured to the folder by fasteners. A 
blue oxford folder contains all state 
income or franchise returns, bound in 
the same manner. The third folder, a 
white pocket-type folder, contains all 
other returns, such as New York City 
general business tax returns and other 
miscellaneous tax data. 

Copies or abstracts of Revenue 
Agents’ reports and data relative to tax 
examinations are filed in their related 
folders. In order to make the tax file 
a complete unit, duplicate copies of all 
correspondence on tax matters are filed 
in the appropriate tax file as well as 
in the correspondence file. 

The files contain tax returns for 
three successive years. As the return 
for each year is inserted, the oldest re- 
turn is removed to a more inactive file 
maintained for each client. 


Control and Follow-Up of Tax 
Examinations 

Every accounting firm has a number 
of tax examinations in process through- 
out the vear, which may be settled in a 
relatively short time or may carry on 
over a longer period. One method of 
controlling and following up the tax 
examination is by the use of a “special 
assignment” sheet. Upon the initial re- 
quest of the Revenue Agent for an 
appointment to make a tax examina- 
tion, a “special assignment” form is 
filled out. This form contains all data 
relative to the examination, such as the 
(Continued on page 56) 
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Some Hints with Respect to the Assembly 
of Tax Information and the Preparation 
of Tax Returns 


By Hyman D. 


F patented portion of the ac- 
countant’s interim work consists 
of the assembly and compilation of data 
required in the preparation of his 
clients’ tax returns. The procedure in- 
volved varies among practitioners, but 
the ultimate aim is the same: the prepa- 
ration of all necessary tax returns with 
a minimum of pressure and confusion 
and a maximum of efficiency. 


Assembly of Tax Information 


Information required in connection 
with the preparation of tax returns falls 
into two groupings: (1) data needed 
for business tax returns and (2) data 
required for personal tax returns. 
Business returns 

Generally the compilation of tax data 
leading to the preparation of business 
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tax returns revolves around the staff 
auditor. He should assemble these data 
in his working papers during the course 
of interim or end-of-year examinations. 
However, unless properly supervised, 
essential information may be omitted 
from these working papers. The usual 
tendency is to compile information 
necessary to the preparation of the fed- 
eral income tax return, but to disregard 
supplementary data that may be essen- 
tial to the preparation of state income 
or franchise tax returns and other local 
tax returns. 

Complete working papers are there- 
fore, among other things, essential to 
smooth functioning of the tax phase of 
the practice. To achieve this, it is gen- 
erally desirable that a client’s file 
should contain a questionnaire or 
check-list relative to his tax affairs. 
This should indicate the types of tax 
returns required to be prepared during 
the year and should specify for each 
kind of return, all data essential to its 
proper preparation. Thus, if a client is 
subject to state franchise or income 
taxes involving allocation factors, the 
auditor is put on notice that he must 
obtain all necessary data relative to 
such allocation formulae. This ques- 
tionnaire or check-list should be fully 
completed by the auditor in order to be 
certain that his working papers contain 
the necessary information. 

Another factor to consider in the 
compilation of tax data within the 
working papers is that it is just as easy 
to arrange the schedules in good form, 
ready for attachment to the return, as 
it is to prepare them so haphazardly 
as to necessitate their rearrangement or 
rewriting. Examples of such schedules 
are: capital gains and losses; contribu- 
tions; taxes; officers’ compensation ; 
depreciation; and bad debts. 

The staff auditor should constantly 

53 








The New York Certified Public Accountant 


be alert to new situations. Clients may 
become subject to new taxes—they 


may be doing business in different 
states; they might have changed their 


business operations; etc. These facts 
should be recognized by the staff 
auditor and submitted to his office for 
instructions regarding proper tax in- 
formation. Of course, where examina- 
tions are done on an annual basis, pre- 
liminary work is very desirable in 
order to lessen the year-end burden. 


Personal returns 

The assembly of personal income 
tax data is a burdensome task that does 
more to create confusion, pressure, and 
tie-ups than any other phase of the 
accountant’s year-end work. Anything 
that helps to alleviate this condition will 
promote a smoother and more orderly 
functioning of the staff. 

Individuals seldom keep _ formal 
bookkeeping records and their tax in- 
formation generally has to be compiled 
from check book stubs containing frag- 
mentary information, scraps of paper 
bearing notations that often appear in- 
coherent, and reliance on a dubious 
memory, Much if not all of this diffi- 
culty may be obviated through the 
utilization of a properly designed tax 
information form. Such forms have 
already achieved considerable use, but 
in many instances, they do not function 
satisfactorily. The general tendency is 
to mail the form to the taxpayer with 
the request that he fill it out, sign and 
return it to the accountant. The result 
has been improperly filled out forms, 
tardily submitted, and the need for last 
minute contact with the client to obtain 
vital missing information. 

More efficiency and accuracy, as well 
as an actual saving of time, may be 
achieved if a properly trained staff 
member sits down with the taxpayer 
and actually obtains the answers to 
a properly designed form in his pres- 
ence. Moreover, much information can 
then be compiled in final schedule form, 
for inclusion in the return without fur- 
ther rewriting, as, for example, sched- 
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ules of capital gains and losses, con- 
tributions, medical expenses, taxes, etc. 

A practical approach to the compila- 
tion of the necessary personal income 
tax data is the assignment of that job 
to the staff auditor while he is engaged 
in making the year-end audit of the 
business records, so that he may take 
with him the necessary tax material for 
compiling the data for the individuals 
involved. To avoid delay and loss of 
time, he should immediately inform the 
individuals of his assignment to com- 
pile their tax information, and request 
that they collate the pertinent data for 
the tax conference to take place later 
during his audit. At this conference, 
he should complete the tax information 
forms, attach the necessary supporting 
papers, and either mail or deliver the 
information to his office to enable it 
to proceed with the preparation of the 
returns. 

Another item that the auditor should 
discuss with the taxpayer at this con- 
ference is his income and expense esti- 
mate for the following year, so that it 
may be used as a guide in the prepara- 
tion of the estimated tax declaration. 

There are several instances where 
the information needed in the prepara- 
tion of an individual taxpayer’s return 
becomes more involved and compli- 
cated. This is particularly true when 
the taxpayer has engaged in security 
or real estate transactions. It is highly 
desirable, in such instances, to sum- 
marize such transactions periodically 
during the vear and to resolve current- 
ly some of the questions involved. In 


this way year-end pressure can be 
somewhat minimized. 
Many taxpayers believe that the 


period from December through March 
is an excellent time for vacationing and 
are not too concerned about how their 
accountants are going to obtain the tax 
data for their tax returns. A desirable 
solution to this problem is to send a 
form letter to all individual taxpayers 
sometime early in December asking 
them to assemble their tax data and 
arrange to meet with the accountant 
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immediately after the close of the year. 
The letter should also indicate that if 
they expect to be out of town around 
that time for an extended period, they 
should arrange to submit all available 
tax data before leaving, at which time 
methods of obtaining the supplemen- 
tary tax data for the balance of the 
year may be discussed. 


Preparation of Tax Returns 
For this purpose, tax returns may 
also be divided into two categories: 
(1) business federal income tax re- 
turns, and (2) personal income and all 
other types of tax returns. 


Business federal income tax returns 

Procedures in the preparation of 
these returns vary. Many accounting 
firms believe that the staff auditor 
should not prepare these returns. Their 
approach is for the staff auditor to 
estimate the tax liability for report 
purposes, but hold up the report until 
their tax department prepares the re- 
turn from the data contained in the 
working papers. Many other account- 
ing firms feel, however, that the prepa- 
ration of the return is the proper func- 
tion of the staff auditor. Of course, 
just as his working papers and report 
are subject to review either by a super- 
visor or the review department, so is 
the tax return reviewed, either by the 
review or tax department. 

I concur in the latter viewpoint. A 
properly trained accountant can, and 
should, prepare the return. His famili- 
arity with the facts of the engagement 
is of considerable value—both from the 
point of view of time saving as well as 
greater accuracy in the return itself. 

Several factors should be considered 
at this point in connection with tax re- 
turn preparation. Considerable time 
can be saved at peak periods by having 
tax blanks completed in advance by the 
staff, insofar as it is possible to do 
so. Thus, on a corporate return, the 
client’s name and address and last 
year’s balance sheet may be inserted 
and some of the questions on the re- 
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turn may be answered, by way of ad- 
vance preparation. 

Supervisors or executives should ar- 
range to meet with the client, either 
late in November or early in Decem- 
ber, to discuss such matters as officers’ 
salaries, the impact of section 102, 
dividends, bonuses, personal holding 
company status, etc. If any tax prob- 
lems have arisen during the year they 
should be resolved by the executive or 
supervisor before the year-end. During 
the year all efforts should be directed 
towards the elimination of year-end 
barriers and bottlenecks. 


Personal income and other 

types of returns 

Although the procedure of prepara- 
tion varies among accounting firms in 
much the same manner as in the case 
of business income tax returns, a much 
better case can be made for their 
preparation by the tax department or 
a specially trained group of. staff 
auditors. 

The information used in the prepara- 
tion of personal income tax returns is 
usually very limited. Moreover, many 
returns give rise to a repetition of the 
same or similar tax problems. Thus, 
for example, a good many clients may 
have traded the same security which 
had undergone reorganization. Con- 
sequently, the tax problems, once re- 
searched by one individual, would not 
have to be independently researched by 
all the staff members, individually. 
This acquaintance with tax problems 
that arise constantly is the great advan- 
tage which lies with the specialized 
group of tax return preparers. The 
same is true for the group which checks 
these returns basically and mechanical- 
ly. However, they should all be sub- 
ject to review by a highly trained tax 
supervisor. 

Tax declarations should be reviewed 
by the tax department late in Decem- 
ber to determine the necessity of prepa- 
ration of amended declarations prior 
to January 15. In many instances it is 
possible and desirable to prepare and 
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file the January 
15 and y ay need for 
preparation of an amended declaration. 
/onsi saved in 
the physical preparation of returns 
when the state income tax return is 
prepared simultaneously with the fed- 
eral return, accompanied by a properly 
prepared reconciliation. A consider- 
able time saving may result from the 
freshness of the facts in the preparer’s 
mind, together with the simplicity of 
checking and review by a scrutiny of 
the reconciliation. The same advan- 
tages will likewise obtain if the tax 
estimate for the next year is also pre- 
pared at the same time. 

Another phase of the problem of pre- 
paring returns is involved in a special 
group of tax returns which are due 
on a specified date, irrespective of the 
business’ fiscal year. This group in- 
cludes such returns as the New York 
State real estate franchise tax returns, 
New York State business franchise 
tax returns, New York City gross re- 
ceipts tax returns, etc. Here too, spe- 
cialized acquaintance with the problems 
of these returns permits of rapid and 


+ 


return prior to 


herehy avnid the 
thereby avoid the 


. 7 
final 
itldl 


nei rah! +4 e 
Considerable time may be 


time saving preparation, checking and 
review. 


General 

With respect to each return, the pre- 
parer should complete a form letter of 
transmittal specifying all data relative 
to the payment of the tax and the filing 
of the return. This will facilitate the 
final disposition of the tax return. 

Whenever a tax problem requires 
research for its solution a memoran- 
dum should be prepared containing 
citations of all authorities examined, 
both favorable and unfavorable. This 
memorandum should be attached to the 
office copy of the return for use, if nec- 
essary, on examination by the Treasury 
Department. 

In connection with the preparation 
of all returns the preparer should con- 
stantly bear in mind facts with respect 
to operating loss carry-backs and carry- 
overs. In connection with personal in- 
come tax returns he should also be 
alert to possibilities of social security 
tax refunds that might arise where the 
taxpayer receives compensation from 
several employers. 
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(Continued from page 52) 


year or vears to be covered, the agent’s 
name, appointment date, billing data, 
etc. A periodic review of these forms, 
maintained in a folder until 
ill serve as a reminder 


he status of 


which are 
completion, w 
for frequent follow-up on t 
each examination. 

When the examination is completed, 
the partner or staff member who has 
conducted the examination prepares a 
memorandum setting forth in detail the 
adjustments made by the Revenue 
Agent and the amount of tax 
£ memorandum is 


with the original 


assess- 
ment, if any. The 


typed in triplicate 


going to the supervising partner for re- 
view, the duplicate copy to the tax file, 
and in other than personal returns, the 
triplicate to the staff member in charge 
of the audit in order that any neces- 
sary entries may be made upon the 
he 9 . 

client's books. 


Conclusion 

The foregoing procedures have been 
suggested without consideration of the 
size of the accountant’s practice. It is 
understood, of course, that variations 
and modifications may more aptly meet 
the individual need of the practitioner. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Liens Under Article 9 


The franchise tax under this arti- 
cle is a lien against the real and 
personal property of the corporation 
until it is paid. The tax becomes a 
lien on January 1 when the tax ac- 
crues. The law makes the tax a lien 
even against rents received by an 
assignee of the corporation. However, 
local taxes and assessments, both past 
and future, and prior mortgages on the 
real estate are prior liens and the lien 
for franchise taxes is subordinate to 
such taxes and mortgages. If, however, 
a foreclosure proceeding is completed 
against the mortgaged real estate and 
any surplus moneys remain, the fran- 
chise tax lien attaches to such moneys. 

As against purchasers in good faith 
or subsequent mortgagees, the lien is 
good for ten years. If property is trans- 
ferred for value prior to a reaudit, any 
additional tax resulting would not be 
applicable to such property. 

A purchaser of property or a mort- 
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gagee usually makes a franchise tax 
search against any corporate holder of 
real property to determine whether 
there are any outstanding liens for un- 
paid franchise taxes. This is accom- 
plished by writing to the Tax Commis- 
sion and paying a fee of $2.00 for the 
search. 

The Tax Commission has the power 
to release a lien against any specific 
property. This is done by an applica- 
tion to the Commission, the payment of 
a fee of $5.00, and either the payment 
of some consideration for the release 
of the lien or a deposit of proper se- 
curity for the payment of any unpaid 
franchise tax. The application for a 
release of the lien is made on Form 
100 C.T. 

Doing Business in New York 

A foreign corporation has an office in 
New Jersey and one in New York. The 
selling activities are conducted outside 
New York. Some of the buying activi- 
ties are conducted from the New York 
office, although no merchandise is kept 
in New York. The books of account 
are kept in New York and the office 
and accounting work is conducted in 
New York. Is the corporation doing 
business in New York and hence sub- 
ject to the franchise tax? 

The regulations (Article 141) say 
that ‘‘all activities which occupy the 
time or labor of men for profit” consti- 
tute doing business. Unquestionably 
some of the activities of this corpora- 
tion are carried on in New York and 
hence it is doing business here. Article 
141 enumerates some of the factors 
that the Tax Commission will consider 
in determining whether a corporation 
is doing taxable business in New York. 
The location of an office here is such a 
factor. The continuity, frequency, and 
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regularity of its activities here is 
another factor. The employment in 
New York of agents, officers, and em- 
ployess is a third, and the location of 
the actual seat of management or con- 
trol of a corporation is another factor. 

It should be noted that if a foreign 
corporation keeps a stock of goods in 
New York and makes deliveries to cus- 
tomers from such stock it is doing busi- 
ness in New York. However, if such 
goods are held in New York by an in- 
dependent factor who sells the mer- 
chandise at his own discretion, the 
corporation is not doing business in 
New York. 

In the situation presented above, the 
only employees of the corporation 
(except for the executives) were those 
in charge of the office and bookkeeping 
routine. In allocating income to New 
York the payroll factor would be allo- 
cated 100% to New York and, even if 
the property and receipts factors were 
allocated entirely outside of New York, 
3314% of the corporate income would 
be subject to tax in New York. This 
might result in a large tax to New 
York for the privilege of maintaining ¢ 
bookkeeping office here. Such a result 
is brought about by the fact that com- 
pensation paid to general executive 
officers is not included in computing 
the payroll factor. 

Section 210.8 of the law permits the 
Tax Commission to exercise some dis- 
cretion in adjusting the business allo- 
cation percentage if the application of 
the regular formula results in a hard- 
ship. But this discretion is limited by 
the law to an exclusion of one or more 
and the inclusion of other fac- 
tors such as expenses or purchases. In 
our situation even such a discretionary 
adjustment would not be of help to this 
taxpayer. 


lactors, 


Stock Transfer Tax 

There is no state tax on the origi- 
nal issue of stock by a corporation, 
apart from the initial filing fees and 
organization taxes. There is a tax 
on the transfer of stock after origi- 
nal issue. The tax is 2¢ per share 
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on transfers other than by sale. 
Where the shares are sold the tax is l¢ 
per share if the selling price is less than 
$5.00 per share; 2¢ if the selling price 
is $5.00 to $9.99; 3¢ if the selling price 
is $10.00 to $19.99; and 4¢ if the sell- 
ing price is $20.00 or more. The State 
Tax Commission has a special depart- 
ment that checks corporate books, espe- 
cially the minute book, stock certificate 
books and stock transfer books, to see 
that stamps have been affixed to stock 
stubs representing payment of the 
proper tax. Such examinations are 
made both in the field and at the office 
of the Tax Commission, Transfer Tax 
Department. 

There is seldom any problem con- 
cerning the taxability of the issuance 
of stock. With respect to the transfer 
of stock sold, there may be a question 
as to whether the stock has been sold 
in New York and so subject to tax, or 
whether the transaction is an inter- 
state purchase and so not taxable. 

Section 270 of the Tax Law imposes 
a tax on “all sales, or agreements to 
sell, or memoranda of sales and all 
deliveries or transfers of shares or cer- 
tificates of stock”. It is the opinion of 
Deputy Commissioner Mortimer Kas- 
sell that the tax does not apply to inter- 
state transactions unless the transfer of 
record ownership on the books of the 
corporation occurs in New York, or 
the delivery of the stock is made in 
New York, or the acceptance of an 
offer to sell is made in New York or the 
memorandum of sale constituting the 
acceptance of the offer is made in New 
York. 

In his written opinion, Commission- 
er Kassell considered two situations. 
In the first, a broker in New York 
offers to sell 100 shares of stock to a 
broker in Chicago. The broker in 
Chicago accepts the offer and both 
brokers exchange memoranda confirm- 
ing the transaction. The securities are 
then mailed in New York City to the 
broker in Chicago, who remits the pro- 
ceeds to the New York broker. In this 
situation Commissioner Kassell says 
there would be no tax on delivery. If 
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the certificates were mailed direct to 
the purchaser instead of to the broker, 
the delivery would be taxable. Also, if 
the sale were consummated by the sell- 
er’s acceptance in New York the de- 
livery would be taxable in New York. 

In the second case, the Chicago 
broker offers to sell 100 shares of stock 
to a broker in New York. The New 
York broker accepts the offer. Con- 
firming memoranda are forwarded by 
each broker. The Chicago broker mails 
the securities in Chicago for delivery to 
the New York broker, who remits the 
proceeds to Chicago. Acceptance of the 
offer in New York subjects this trans- 
action to tax even though the delivery 
by mail from Chicago would not make 
the transaction taxable. 


Recommendations of the New York 
State Bar Association for Improv- 
ing New York State Income Tax 
Administration 


The federal income tax structure 
is subject to constant attack. -In the 
past year there have been hundreds 
of suggestions for improving the 
law. It is surprising how little criticism 
there is of the New York Income Tax 
law. This is not due entirely to the 
difference in tax rates between the two 
laws, nor to the fact that the taxpayer 
gets a federal deduction from gross 
income for the New York tax he pays. 
It is more likely due to the fair ad- 
ministration of the law. The New York 
State Bar Association does suggest 
some improvements that would help 
the taxpayer. 

The Tax Commission will frequently 
make an additional assessment with- 
out any advance notification to the 
taxpayer. The Bar Association sug- 
gests that a taxpayer be notified in ad- 
vance before the additional assessment 
is proposed and be given an opportuni- 
ty to file a protest and confer with 
representatives of the Tax Commission 
before assessment. 

Under the law if the additional as- 
sessment is not paid within ten days the 
Tax Commission may assess a penalty 
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of 5% and penal interest of 1% per 
month. A protest against the addition- 
al assessment does not extend the time 
for payment. The taxpayer is thus on 
the spot. If he does not pay the addi- 
tional tax within ten days, but protests 
and then loses, he must pay the 5% 
penalty plus the penal interest. If he 
wins out on the protest he is not subject 
to any penalties. This is, of course, an 
awkward position for a taxpayer who 
does not desire to prepay a proposed 
tax he wishes to protest. In this situa- 
tion a taxpayer may ask the Commis- 
sion to waive penalties, which it often 
does, except for interest at six per cent. 
The State Bar Association suggests 
that the 5% penalty and 1% per month 
penal interest be modified. It would 
also have the negligence penalties of 
5% and the fraud penalties of 100% 
reconsidered. 

The State Bar Association suggests 
that interest at a reasonable rate should 
be paid on all tax refunds. At present, 
interest of 4% is allowed only if the 
refund is paid on an additional assess- 
ment. It also suggests that an inde- 
pendent body like the Tax Court be set 
up to review tax controversies, with a 
further right of appeal to the courts. 
Considering the remarkably small vol- 
ume of tax litigation in New York such 
a body hardly seems necessary. 

There is some doubt as to whether 
a claim for revision of an additional 
assessment can be applied for within 
two years after the original return was 
filed if the claim is filed more than one 
year after the additional assessment. 
The State Bar Association suggests 
that this situation be clarified. 

It is surprising that the Bar Associa- 
tion did not suggest that New York 
introduce in the law a provision similar 
to Section 107 of the Internal Revenue 
Code. Under the present law income 
received in one year for services ren- 
dered over a period of thirty six 
months or more is taxed under state 
law entirely in the year of receipt of 
the income. The federal law treats such 
income more equitably. And why not 
introduce into our law the split income 
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features of the 1948 federal revenue 
law? 

The basis for determining gain or 
loss on the sale of a personal residence 
is cost adjusted for depreciation, even 
though such depreciation is not an al- 
lowable deduction from gross income. 
Under the federal rule a loss is not 
allowed as a deduction, but in deter- 
mining a taxable gain no adjustment is 
required for depreciation. Why not a 
similar rule for the state with respect 
to basis for determining gain? 

Dividends on stocks of foreign cor- 
porations are, of course, taxable in- 
come; but a tax paid to the foreign 
country on such dividend is not allowed 
as a deduction under the state income 
tax law. How did the Bar Association 
overlook this inequity in suggesting de- 
sirable changes in the law? 


Realty Tax Exemption for 

Kin of Veterans 

In the September, 1948, issue of 
the New York State Tax Clinic 
(p. 697) we referred briefly to this 
exemption. One of our members has 
asked us to consider other aspects of 
the problem. The exemption applies to 
the purchase of real estate from pen- 
sion, bonus, or insurance money re- 
ceived by a veteran. The exemption 
does not apply to the entire real estate 
tax. Only $5,000 of the assessed value 
of such property is exempt from tax. 
The value of property in excess of 
$5,000 is subject to tax, 

If the property is owned by the 
father, mother or minor child of the 
veteran, the exemption applies only if 
such persons are dependent upon the 
veteran. The real property tax law 
does not define the term dependent. It 
is our opinion that the term is not used 
in the income tax sense. Generally the 
term would refer to one who relies on 
another for the reasonable necessities 
of life. It would therefore not mean 
that such person must be wholly de- 
pendent upon the veteran. However, 
in an application for exemption facts 
must be stated to show that a father, 
mother, or minor child is dependent 
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upon the veteran. In the case of a wife 
or widow, the exemption applies re- 
gardless of the question of dependency. 
But even in such case the exemption is 
limited to $5,000 of assessed value. 

In New York a minor may hold title 
to real property. But if the minor con- 
veys the property to a third party, it is 
necessary to have a guardian appointed 
by the court to safeguard the minor’s 
interest. It is our opinion that the ex- 
emption would apply if a trustee held 
the legal title for the benefit of a minor. 


The Deduction for Franchise 
Tax on Form 3 C.T. 


Henry Brach sends us an interest- 
ing case wherein the Tax Commission 
allowed the franchise taxes for two 
preceding periods as a deduction in 
computing net income for the cur- 
rent year. Here is the story as he 
tells it: 

“The New York State Franchise tax re- 
turn (Form 3CT), in computing net income 
subject to tax, provides for the elimination 
from: the deductions of the franchise tax 
taken as a deduction in the federal income 
tax return for the same period and for the 
deduction in its place of the franchise tax 
for the period ‘immediately preceding period 
covered by this report.’ That the form is 
not in accord with the intent of the law 
may be demonstrated by an interesting situ- 
ation wherein a client of ours was allowed 
a deduction for franchise taxes based upon 
the income for two preceding periods. 

“Up to and including the year 1942, X 
Corp. kept its books on the calendar year 
basis. In 1943, it obtained permission from 
the Commissioner of Internal Revenue to 
establish a fiscal year ending on July 3lst. 
It therefore filed a federal income tax re- 
turn for the short period from January 1, 
1943, to July 31, 1943. Thereafter, it filed 
its returns for full fiscal years, i.e., the fiscal 
year ended July 31, 1944, the fiscal year 
ended July 31, 1945, etc. 

“The income for the short period, Janu- 
ary 1, 1943, to July 31, 1943, was accounted 
for in the franchise tax return filed May 
15, 1944, and became the basis of a tax for 
the privilege period November 1, 1944, to 
July 31, 1945. The income for the fiscal 
year ended July 31, 1944, reported in the 
franchise tax return filed May 15, 1945, 
was also the basis of a tax for the privilege 
period November 1, 1944 to July 31, 1945. 
The income for the fiscal year ended July 
31, 1945, became the basis for a third tax 
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for the privilege period November 1, 1944, 
to July 31, 1945. All three franchise taxes 
(1.e., the tax based upon the income for the 
short period to July 31, 1943, the tax based 
upon the income for the fiscal year ended 
July 31, 1944, and the tax based upon the 
income for the fiscal year ended July 31, 
1945) covered the same privilege period 
starting November 1, 1944. All three taxes 
consequently accrued for federal income tax 
purposes on that date. All three taxes were 
therefore deducted in the federal income 
tax return for the fiscal year ended July 
31, 1945. 

“In the New York Franchise tax return 
filed May 15, 1946, in which there was 
reported the income for the year ended 
July 31, 1945, the first two of the above 
three taxes were deducted (i.e., the tax 
based upon the income for the short period 

» July 31, 1943, and that based upon the 
income for the fiscal year ended July 31, 
1944). At first, the State Tax Commission 
disallowed the deduction for the tax based 
upon the income for the short period, per- 
mitting as a deduction only the tax on the 
period immediately preceding the period 
covered by the report—the tax based upon 
the income for the fiscal year ended July 
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“However, after it was pointed out that 
a literal compliance with the instructions, 
under the peculiar facts in our case, would 
result in the taxpayer’s permanently losing 
as a deduction part of the franchise taxes 

paid by it, the Commission allowed the de- 
at of the two taxes, as claimed. 

“In presenting our argument for the de- 
ductibility of the two taxes, we set forth 
the reasons for the franchise tax instruc- 
tions as they appear on the return. 


“Prior to the amendment of the Tax 
Law in 1945, the New York ‘State franchise 
tax was imposed for the privilege year 
beginning on November Ist of one year and 
ending on October 3lst of the next year. 
In the case of a taxpayer on a calendar 
year basis, the tax was measured on the 
net income for the calendar year preced- 
ing the year in which the privilege period 
commenced. Thus, the basis for the tax 
for the privilege vear beginning November 
1, 1943, was the net income for the calendar 
vear 1942. Included as a deduction in com- 
puting the net income for 1942 was the 
franchise tax for the privilege period begin- 
ning November 1, 1942. In other words, 
in computing the franchise tax based on 
income for the calendar vear 1942, there 
was allowed as a deduction the franchise 
tax based on income for the calendar year 
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“In 1945, it was decided that the privi- 
lege period and the measuring period were 
to be the same. The income for the calendar 
year 1945 was to be made the measure of 
a tax which was for the privilege of exer- 
cising the corporate franchise during the 
calendar year 1945. Disregarding, for the 
present purposes, the effects of this change 
during the transition period, the new sys- 
tem would have required the use of an 
algebraic formula to compute the franchise 
tax for any succeeding year. For example, 
the net income for 1945, to be used as a 
measure of the 1945 tax, would have had to 
be computed by allowing as a deduction the 
1945 tax measured by this income. 


“To make the use of this algebraic formula 
unnecessary, the State Tax authorities de- 
cided that, for the purpose of computing the 
New York tax, only the tax based upon 
the income for the year preceding the cur- 
rent year would be allowed as a deduction. 
The franchise tax deduction shown in the 
federal return, which was based upon the 
income for the current year, would be added 
back to income (i.e., not allowed as a de- 
duction) and there would be substituted as 
a deduction the tax based upon the previous 
year’s income. 


“Section 208(9)(f) of the Tax Law 
therefore provides that ‘a deduction shall be 
allowed for the tax imposed by this article 

. . based on the period immediately pre- 
ceding the period covered by the report, 
and no deduction shall be allowed for any 
such tax based on the period covered by 
the report . 


mesiidiiieia’ Article 311 provides that, 
in computing ‘entire net income’, there shall 
be added to ‘federal net income’ the New 
York franchise tax ‘computed on the report 
being prepared, if deducted in computing 
federal net income’ and there shall be de- 
ducted from ‘federal net income’ the New 
York franchise tax ‘based on the period 
immediately preceding the period covered 
by the report, to the extent not deducted in 
computing federal net income.’ 


“However, from the history of the above 
provisions, it was apparent that the intent 
of these adjustments, for the purpose of 
computing net income subject to franchise 
tax, was to keep the time for taking the 
franchise tax deduction the same as it had 
been prior to the 1945 amendment to the 
Tax Law. The Commission agreed that 
the intent of the law was not to deprive a 

taxpayer of a deduction for any particular 
year’s tax. And, under our facts, the de- 
duction of two year’s taxes was therefore 
allowed.” 
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Conducted by Wi1LL1AM W. WERNTz 


Understanding the Securities Act 


Most accountants who have partici- 
pated in filings with the S.E.C. know 
Edward T. McCormick, presently As- 
sistant Director of the Corporation Fi- 
nance Division and formerly Assistant 
Chief Accountant of that Division. Be- 
cause of his long service with the Com- 
mission in a variety of positions, his 
recent book “Understanding the Se- 
curities Act and the S.E.C.” (Ameri- 
can Book Company, New York) should 
become not only an important aid to 
those who deal rarely with the Com- 
mission, but also a valuable reference 
guide and summary for all who prepare 
statements for filing with that body. A 
more detailed review of the book will 
appear in an early issue. 


Offerings to stockholders 

The proposed rule, described in the 
October issue, has been promulgated by 
the Commission as Rule 431, under the 
Securities Act of 1933, effective De- 
cember 10, 1948. The new rule, an- 





WittrAM W. WERNTZ, formerly 
Chief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C. P. A’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
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of accounting at Yale University and 
Yale Law School. He was also an 
accounting consultant to the O.P.A. 
and the Treasury Department. 
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nounced in Release 3315, permits the 
use of a special form of prospectus in 
offerings of securities by an issuer to 
its existing stockholders. It is not ap- 
plicable to sales by an underwriter or 
dealer. 


Changes in proxy rules 

In the October issue certain proposed 
changes in the proxy rules under the 
1934 Act were discussed. In Release 
4185, the Commission promulgated cer- 
tain changes effective November 5, 
1948, with the proviso, as is usual in 
the case of changes of this character, 
that solicitations commenced prior to 
December 5th might be governed by 
the rules in effect immediately thereto- 
fore. 

A definition of the term “last fiscal 
year’ has been added “to make it clear 
that where the term is used in Regula- 
tion X-14 it refers to the latest fiscal 
year of the issuer prior to the date of 
the meeting.” 

In amending Rule X-14A-4, which 
governs the form of proxies, the re- 
lease states: 

“Tt has been found that proxies have 
been misleading in certain cases in that they 
did not indicate clearly whether or not the 
solicitation was made on behalf of the man- 
agement or on behalf of other persons. In 
order to remedy this situation, the rule is 
amended to require that there be set forth 
in bold face type on the form of proxy an 
indication as to whether or not it is solicited 
on behalf of the management. 

“In certain cases Rule X-14A-8, as here- 
inbelow amended, will permit the omission 
of a stockholder’s proposal in certain in- 
stances. Rule X-14A-4 is amended to pro- 
vide that proposals so omitted need not be 
referred to in the form of proxy and that 
the proxy may confer discretionary author- 
ity with respect to such proposals. 

“The draft of Rule X-14A-4 which was 
circulated for public comment contained a 
provision that the form of proxy should 
contain no recommendation with respect 
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to any matter to be acted upon. Upon 
further consideration of the matter, after 
review ing the comments received, the Com- 
mission believes that this proposed change 
in the text of the existing rule would intro- 
duce ambiguities that would create admin- 
istrative difficulties in construction and 
application of the rule. For that reason 
this provision has been omitted from the 
amended rule. The failure to adopt the 
change in text is not to be regarded, how- 
ever, as permitting the use of. the proxy 
form to electioneer for or against proposi- 
tions to be voted upon by the stockholders 
In administering the rule in the future no 
objection will be raised to the inclusion in 
the form of proxy of a simple statement 
of the fact that the management favors or 
opposes any matter to be acted upon pur- 
suant to the proxy. However, in view of 
the requirement of the rule that matters to 
be acted upon are to be set forth clearly and 
impartially, the Commission will regard as 
contrary to the rule any statement or device 
which advocates any proposal, obscures 
the presentation of any proposal, misleads 
or confuses the security holder, brings 
pressure to bear upon him in the exercise 
of his right of choice or makes it mechani- 
cally more difficult for him to vote one way 
rather than another. Among the devices 
which the Commission will regard as con- 
trary to the rule are arguments or recom- 
mendations as to the merits of proposals, 
emphasis upon the management’s position 
beyond the mere statement of the fact that 
the management favors or opposes a pro- 
posal, the use of arrows or any other visual 
device designed to direct the stockholder’s 
attention to the place on the proxy for vot- 
ing one way and away from the place for 
voting the contrary, and the switching of 
boxes in order to procure the result desired 
by the management. 

“In order to prevent the premature solici- 


tation of proxies at a time when material 
information has not yet become available, 


the amended rule provides that no proxy 
shall confer authority to vote at any annual 
meeting other than the next annual meeting 
(or any adjournment thereof) which is to 
be held after the date on which the solicita- 
tion is made. 


“The Commission has heretofore taken 
the position that the solicitation of proxies 
constitutes an implied representation by the 
persons making the solicitation that the 
shares represented by the proxy will 
voted. In order to make this representation 
more explicit, the amended rule requires 
that the proxy statement shall provide that 
the shares represented by the proxy will 
be voted, subject to reasonable specified 
conditions.” 


The requirements of item 7, calling 
for information as to the remuneration 
of and other transactions with directors, 
nominees, officers, and certain other 
persons, were revised to make the 
language somewhat more specific in cer- 
tain respects and to call for informa- 
tion as to the indebtedness of associates 
of such officials as well as indebtedness 
of such persons themselves. In para- 
graph (f), the monetary criterion of 
$20,000 per year was raised to $25,000 
to accord with the revised paragraph 
(a) of such item. 


Personnel 


Walter G. Holden has been ap- 
pointed Assistant Director of the Divi- 
sion of Trading and Exchanges in 
charge of the Division’s investigative 
and enforcement activities, a field in 
which he has specialized since joining 
the Commission’s staff in 1940. 
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The Robert Morris Associates recently published a 30 page pamphlet entitled 
‘Accounting Panel”, which reported the proceedings of the last regular annual 
joint meeting of members of the New York Chapter of the Robert Morris Asso- 


ciates, and of our Society’s Committee on Cooperation with Bankers. 


Included 


therein was a discussion of Accounting Research Bulletin #33, Depreciation and 
High Costs, which is reprinted herewith by permission, because of its current 


interest. 
Mr. F. 


M. Atterholt, Assistant Vice-President, Irving Trust Company, New 


York, asked the questions of Mr. Warren W. Nissley, who is a partner in the 


public accounting firm of Arthur Young & Company. 


Mr. Harry F. Schieman, 


Assistant Vice-President of the Chemical Bank and Trust Company, New York, 


made the introductory comments. 

Introduction: This is a subject that has 
brought about quite a bit of controversy. It 
has been provocative, and during the past 
seven or eight months there has been quite 
a bit of comment in the financial press con- 
cerniag this particular subject. Management 
has likewise given this subject quite a bit of 
publicity and I would like to read the com- 
ments which appear in two of the annual 
reports recently received. 

“Dealing here particularly with deprecia- 
tion charges, the inflationary cycle in which 
it appears our economy is currently in- 
volved presents all industry with a long- 
term financial problem which it is difficult 
to anerene at this time, and even more 
ficult to reflect properly in short-term 

nual accounting. If the current high level 
of such prices continues to prevail, the de- 

ition charged to income in 1947 and 


preci 
prior years in accordance with current ac- 
cepted accounting principles on the basis 


of original actual costs, will be inadequate 
to provide for replacement of plant and 
facilities as they wear out. If present price 
levels continue or rise, it is apparent that 
the ultimate replacement problem can only 
be met, without resort to capital financing, 
by accumulating cash balances from current 
operations.” 

“The current replacement cost of fixed 
assets would easily be double the normal 
original cost prevailing in the pre-war 
days. This is another way of saying that, 
ilthough current depreciation rates provide 
for recovery of original cost, normal de- 
preciation reserve is by no means providing 
for the replacement of machinery which 
has run the course of its useful life. This 
problem is common to most manufacturing 
enterprises but no st andard accounting 
practice has been developed to deal with it. 
The answer, as we see it, is that earnings 
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must be retained in the business in amounts 
adequate to meet these replacement costs 
when incurred. It is our feeling that stock- 
holders do not receive a true picture of 
the Company’s operations without emphatic 
reference to it.” 


Before starting the questions, Mr. Nissley 
wishes to make a general statement respect- 
ing this subject. 

Mr. Nisstey: Accountants have thus far 
been unable to discover any unit better than 
the monetary unit with which to measure the 
financial position of an enterprise at a par- 
ticular time, or its progress over a period of 
time. Obviously, when the size or value of the 
measuring unit fluctuates seriously, measure- 
ments made at different times are not com- 
parable. But this is not a new problem. 

We also had inflation following World 
War I. The Bureau of Labor Statistics index 
of wholesale prices, stood at 167.2 in May 
1920 (1926 = 100). It is interesting to note 
that the highest average prices yet reached 
in this cycle of 165.7, occurred January 
1948 (Present index 166.8) and were about 
the same as the highest prices in 1920. In 
1921, the yearly average had dropped to 97.6, 
which was only 63% of the average prices a 
year earlier. We then had fairly stable prices 
until 1930 after which they dropped further 


reaching 42.6% of the 1920 prices in 1933. 
There was then a gradual rise until 1937, 


then a two year dip followed by a gradual 
rise until 1946. Since then the dollar has lost 
about % of its buying power. At no time 
during the period from 1921 to 1946 were 
prices much above the 1926 level. In retro- 
spect, it is obvious that no good purpose 
would have been served if depreciation 
charges had been fixed for the future in 1920 
on the basis of 1920 prices. It is also obvious 
that an insignificant portion of the 1920 plant, 
taking the country as a whole, was replaced 
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at 1920 prices. Many people feel conditions 
are very different now than they were in 
1920. There is however one point of simi- 
larity. The high prices of both 1920 and 1947 
are caused primarily by the aftermath of a 
great war. 

No one can tell whether or not we have 
yet seen the highest prices of this period, 
since that depends on many unsettled matters. 
But, if history repeats itself, there would 
seem to be reason to expect that prices will 
become reasonably stabilized substantially be- 
low the peak of the present era after that 
peak is reached. If the present high prices 
were to persist, American business would 
need an enormous amount of additional capi- 
tal to carry its inventories and receivables as 
well as to replace its plants. In any event, I 
believe the greatest good will result if we 
wait some time before adjusting values of 
plant, which it is estimated will represent 
needed capacity over a long period of years, 
and depreciation charges relating thereto. 
The average useful life of machinery is 
probably over 15 years and that of buildings 
is much longer. Moreover, replacements are 
spread over the years. 

However, if current expenditures are made 
for additional plant capacity to meet tem- 
porary demand, and there is a strong prob- 
ability that it will be necessary to scrap the 
plants before their mechanical life has ex- 
pired, it would be perfectly good accounting 
to amortize such costs over the period of 
their estimated economic usefulness. 

Comments have been made that current 
financial statements do not reflect true eco- 
nomic income. That is correct. But conven- 
tional financial statements rarely coincide 
with economic facts. Our accounting conven- 
tions do not recognize increases in the eco- 
nomic value of inventories or investments 
until they are sold. Both of these items, as 
well as plants and intangibles, may vary in 
economic value, in a particular case, quite 
differently than the overall variations in the 
economic value of the dollar which is used 
as the measuring stick. In addition, the 
straight line method of computing deprecia- 
tion, which is the method commonly used, 
may give a depreciation charge for a par- 
ticular year far different from the loss in 
economic usefulness during that year. The 
only theoretically exact method of measuring 
the economic progress of an enterprise during 
a year, or its lack of progress, would be to 
make a valuation, in terms of a standard 
dollar.—say the 1926 dollar,—of all its assets 
and liabilities at the beginning and end of 
the vear. I believe we would agree that the 
valuation problems involved would make this 
procedure too complicated to be practical, 
especially so far as plant and intangibles are 
concerned. It might be interesting to show 
such an annual memorandum computation 
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for working capital. Many organizations 
would no doubt be quite shocked to discover 
they hi id lost more in the last two years as 
a result of a decrease in the economic buying 
power of their working capital than they had 
reported as income. For example, practically 
all net assets of banks, with which you are 
very familiar, might be said to be working 
capital except the banking premises, and your 
officers usually take a very dim view of the 
value of the premises in your Statements of 
Condition. I wonder whether an economic 
appraisal of the net assets of banks at the 
end of the war and at present might not in- 
dicate that these enterprises had a reduced 
economic value although earnings have been 
reported in that period. 

There have also been suggestions that pro- 
viding for depreciation on the basis of cur- 
rent costs resembles LIFO. There may be 
some resemblance in theory but it does not 
seem very close in fact. In charging Income 
with the excess of inventory replacement cost 
over original LIFO cost, the replacement 
cost is definitely known because the expen- 
diture has been made. But in NIFO (next 
in—first out) for plant, as this new deprecia- 
tion theory might be described, the actual 
replacement cost is pure guesswork since 
most of the replacements will occur some 
distance in the future at prices as to which 
we have no present knowledge. It should be 
kept in mind that one of the principal justi- 
fications of the LIFO theory is the assump- 
tion that increases in prices are certain to 
be followed, at some time, by a price reduc- 
tion. Also, in LIFO, the replacement ordi- 
narily covers items identical with those in 
the original inventory. This is subject to the 
exception recently adopted by department 
stores when a price index number is used on 
an overall basis. It is rare that plant items 
acquired as replacements do not differ sub- 
stantially from the original plant items due 
to technical improvements in processes or in 
machinery. If a company announced publicly 
that it had adopted such a permanent policy, 
I personally would see nothing wrong with 
charging off the excess cost of identical or 
substantially identical replacements, zehen the 
replacements are made, if it continued to pro- 
vide depreciation on cost in the meantime. 
So far as I know, however, that would not 
be in accordance with any presently accepted 
principle of accounting. 

Everyone admits that funds must be pro- 
vided to meet the anticipated expenditures 
for plant replacements, for increased plant 
capacity, and for increased working capital 
requirements caused by the current high 
prices. But this is a matter of finance rather 
than of accounting and should be covered by 
explanations as to why reported earnings 
cannot be devoted to higher wages, higher 
dividends or lower prices to customers. It 
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should be possible td convince all three of 
these groups that as a matter of common 
sense, and of sound business and social policy, 
a corporation is entitled to “live off of itself” 
to maintain its existing capacity and to im- 
prove such capacity gradually, i.e. it should 
retain sufficient cash for those purposes, re- 
gardless of how earnings are computed. It 
may be more difficult to convince the workers 
and the customers that very large increases 
in capacity should be financed entirely from 
earnings. Now let us take up the specific 
questions which we have received. 


Question: Are financial reports properly 
reflecting high costs? 

Answer: I see no serious problem here 
unless we assume such high costs will persist 
for a long time. 


Question: Are companies overstating in- 
come by making insufficient charges for de- 
preciation? 

Answer: don’t think so. Certainly not 
in accordance with generally accepted ac- 
counting principles. In any event, the im- 
mediate problem is primarily to arrange to 
finance current replacements which have no 
direct relation to current provisions for 
depreciation 


Question: “When there are gross discrep- 
ancies between the cost and current values of 
productive facilities, the committee believes 
that it is entirely proper for management to 
make annual appropriations of net income or 
surplus in contemplation of replacement of 
such facilities at higher price levels.” (This 
is quoted from Bulletin 33.) Pending replace- 
ment of such facilities, what procedure is 
suggested in presenting these appropriations 
in income account and balance sheet? 

Answer: If the appropriation is made in 
the Income statement, it should be after 
showing a figure of net income for the year. 
On the Balance Sheet I would favor showing 
the Reserve on the Liability side as reflect- 
ing a segregation of Surplus. 


Question: What is the setup when ma- 
chinery and equipment have to be replaced 
at higher prices? 

Answer: When machinery and equipment 
are replaced at higher prices, under presently 
accepted principles, the reserve should be re- 
turned to Surplus and the new equipment 
capitalized at the new cost. 


Ouestion: If it ts attempted to recognise 
current plant replacement costs in providing 
depreciation from current earnings, how 
would the entries be reflected on the books. 
Would it be necessary to formally record 
new plant and machinery values? 

Under present accepted princi- 
to record new 


Answer: 
ples it would be necessary 


66 


gross values and new accumulated deprecia- 
tion based on such values. The net increase 
in carrying values would be credited to ap- 
praisal surplus which should remain un- 
changed in the future. When such increased 
values had been fully amortized, the appraisal 
surplus should preferably be transferred to 
Capital Surplus. 


Ouestion: In order to calculate deprecia- 
tion, it is necessary to have a base. How 
would this be determined; that is, on a build- 
ing cost graph what point might be consid- 
ered as normal? 

Answer: It is necessary to have a base, 
but I would not know what point on the 
graph was normal. It should represent aver- 
age costs during the next business cycle. 


Question: Would the base change and, if 
so, how would the changes be determined 
and how would the changes affect the com- 
parative record? 


Answer: The base should not be fre- 
quently changed in my opinion. However, 
other opinions have been expressed to the 
effect that the depreciation each year should 
express the relationship of that year’s dollar 
value to the base dollar. 


If we reappraise existing plant 
and use those values and at some time in the 
future prices decline, would an understate- 
ment of earnings result which would be detri- 
mental to security holders? 


Answer: If you are lucky in picking the 
average of the next cycle as the economic 
dollar on which the appraisal is based, and 
if the temporary economic variations in the 
value of the dollar are not too severe during 
the cycle, the reported earnings should not 
be detrimental to the security holders. But 
if the write-up is to a level far above the 
average for the cycle, management may feel 
that depreciation based on the written-up 
values is detrimental to their reputation and 
proceed to write the plants down again. 


Question: 


Question: Is it felt that prices are suffi- 
ciently stabilized at higher levels to warrant 
changes in customary accounting procedure? 


Answer: I agree with Bulletin 33 that it 
is very doubtful if prices are stabilized suffi- 
ciently to change from depreciation on cost. 


Ouestion: May we have a comment as to 
a charge to surplus for this purpose as com- 
pared to a charge to current income? 


Answer: Assuming a plant write-up is not 
made, the provision is really a segregation 
of Surplus. Consequently, a direct charge to 
surplus may well be preferable. However, 
the Committee feels that a charge in the In- 
come Statement, after the figure of net in- 
come of the year, is technically the same as 
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a charge to surplus although it may have a 
different psychological effect on the reader. 

Question: What does the Committee mean 
when it says that “plants expected to have 
less than normal useful life can properly be 
depreciated on a systematic basis related to 
economic usefulness?” 

Answer: This refers to plant and equip- 
ment which will be mechanically able to pro- 
duce substantially longer than the period over 
which it will be economical to use it due to 
excess capacity or for other reasons. 

Question: Under what circumstances is it 
appropriate to effect an immediate offset to 
high costs of nev construction by establish- 
ment of a reserve? 


Answer: Arguments have been advanced 
that where unusual costs are met in construc- 
tion—caused by strikes, delays in getting 
materials, defective materials and similar rea- 
sons,—such excess costs may be charged off. 
These would thus correspond to manufactur- 
ing variances which are charged off as in- 
curred instead of being capitalized in inven- 
tory values. 


Question: Should the provision be a 
charge to surplus or an appropriation of 
income ? 


Answer: If the costs are truly of this type, 
they should be charged to Income before net 
income for the year and not capitalized as 
plant. 


Lif / Scan wilk 
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Consolidated Statements 

By George Hills Newlove. D. C. 

HratH and Company, New Y 

N. Y., 1948. Pages: x + 402; $7.00. 

This text follows by 22 years the 
author’s first publication entitled 
“Consolidated Balance Sheets”. An 
examination of the two volumes, on a 
comparative basis, discloses a great in- 
crease in the extent of fine-point think- 
ing that is abundantly supported by 
illustrative worksheets and schedules. 
The original publication was essentially 
a reference book and only incidentally 
a text; the present publication reverses 
the emphasis. The present publication 
is best used as a text for a graduate 
course in consolidated balance sheet 
technique. There are 56 quiz exercises 
and 39 problems. This material is ade- 
quate in length and complexity to pro- 
vide a wealth of laboratory assignments 
for a graduate course of study. 

The distinctive feature of this text 
is the sheer quantity of illustrations 
of consolidation worksheet technique. 
Over 50% of the book is given over to 
detailed solutions of illustrative prob- 
lems. There appear to be very few 
cases of the statement of principle that 
are not supported by illustrative sched- 
ules or worksheets. This pattern of 
presentation will undoubtedly be of 
great assistance to the graduate student 
in enabling him to apply his inter- 
pretive thinking to these complex 
problems. 

The first two of the ten chapters 
takes up the fundamental principles of 
consolidations, such as—horizontal and 
vertical combinations; rights of credi- 
tors; goodwill; minority interests ; gen- 


eral principles of holding company 
accounting, etc. A significant observa- 
tion is that the direct ownership of 


51% to 74% of a subsidiary’s out- 
standing voting stock is usually insuffi- 
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cient control to warrant the preparation 
of consolidated statements. The defini- 
tion of the “actual value method” is 
standard with the author, i.e., the cost 
of the investment in subsidiary stock, 
subject to debits for transactions which 
increase the subsidiary’s net worth per 
share and credits for transactions that 
decrease the subsidiary’s book value 
per share. If “actual” is defined as 
“existing in fact”, the title given to 
this method does not appear to be well 
‘Adjusted cost value method” 
seems to be more nearly accurate, 
whereas “actual value” suggets real- 
izable value. 

Chapter 3 deals with consolidations 
at the date of acquisition. Among the 
many factors discussed is the profit in 
the initial inventory of the parent as 
of the date of acquisition of the con- 
trolling interest. The author states that 
when this profit is earned by the sub- 
sidiary it may be disregarded ‘“‘on a 
strictly legalistic basis”. However “such 
unrealized profits should be eliminated 
in order that the first period’s opera- 
tions be not placed at a disadvantage 
when compared with statements of 
subsequent periods”. This chapter in- 
cludes a list of some 140 articles and 
books arranged chronologically (1908 
to 1945), summarizing seven classifica- 
tions of disputed points. The opinions 
cited have been codified for purposes of 
tabulatory condensation. 

Chapter 4, dealing with changes in 
subsidiary net worth, has regimented 
an exceptionally large number of pos- 
sible transactions that would affect the 
valuation of the parent’s investment in 
the subsidiary. In the case of subsidi- 
ary dividends being guaranteed by the 
parent, the author recommends that the 
amount advanced to the subsidiary’s 
minority stockholders be treated as an 
asset on the books of the parent. Speak- 
ing about stock dividends paid out of 


chosen, 
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revaluation surplus, the author em- 
phasizes “‘that the amortized apprecia- 
tion, as of the date of acquisition, be- 
comes earned surplus under both the 
actual value method and the cost value 
method”. In still another case, the 
“unpaid declared stock dividends due 
to the minority interests should be 
taken out of the capital stock-outside 
balance and set up as stock dividends 
payable under the minority interest 
caption”. 


In the author’s 1926 book consider- 
able space was given over to the prob- 
lems growing out of mutual stock hold- 
ings. The present treatment employs 
the word “bilateral” to describe mutu- 
ality of interest. When the control 
of a subsidiary is indirect and depend- 
ent upon the combined holdings of two 
or more other subsidiaries, this control 
is not bilateral. Bilateral interests are 
more “expeditiously handled by the use 
of algebra,” but the use of equity ratios 
is recommended as more convenient. 
Extensive illustration is given to the de- 
velopment and application of the ratio 
method of analysis. This procedure, 
while not being original with Professor 
Newlove, has received through his 
demonstration a strong boost toward 
popularity. The decided advantage of 
this technique is its self-proving char- 
acteristics. 


Among the many excellent features 
of this text is the completeness of the 
bibliography. All books and articles 
from 1908 to 1945 have been cited 
and codified in a most scholarly 
fashion. Finney is «acknowledged 
as the author most frequently refer- 
enced, while Newlove’s previous 
writings run a close second place. 
The quality of this product of re- 
search will undoubtedly serve as an 
inspiration to graduate students in ac- 
counting. For the average accountant 
who may handle consolidations quite 
infrequently, the text will prove to be 
an excellent reference handbook for 
practically all consolidation situations 
that may arise. For the layman and the 
undergraduate accounting student, the 
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text will be found to be too technical 
and too heavily illustrated. Unfortu- 
nately the type with which the text has 
been printed is too small to make for 
eye comfort for periods of extended 
study. All factors considered this book 
is a well worth while addition to the 
fund of technical experience and knowl- 
edge of this highly specialized problem. 


LAWRENCE W. SHERRITT 
The City College of New York 


Law Review for C.P.A. 
Examinations 


By Andrew J. Coppola and Harry 

Katz, CENTRAL BooK CoMmPANY, 

New York, N. Y., 1948. Pages: ii 

+ 314; $4.50. 

Current discussions of the Bercu 
case wherever accountants foregather 
has focused attention on the duties of 
accountants in connection with prob- 
lems involving interpretation of the 
law. Whatever the final outcome, ac- 
countants of necessity must have some 
familiarity with commercial substan- 
tive law. The book under review effec- 
tively outlines the extent of the famili- 
arity required. 

As indicated by its title, the book 
purports to present a review of legal 
problems that have heretofore been 
presented to candidates in examina- 
tions for certificates as Certified Public 
Accountants. The authors explain in 
the preface that the volume is intended 
and has been prepared for candidates 
who require a review of legal principles 
which should be familiar to them in the 
field of commercial law. 

The volume covers the classic fields 
of ordinary business and commercial 
transactions such as contracts in gen- 
eral, (including bailments, sales and 
guaranty and suretyship), negotiable 
instruments, agency, forms of business 
organization such as partnerships, cor- 
porations, estates and trusts, as well as 
questions in the law of property, insur- 
ance and bankruptcy and insolvency. 
In addition the authors have treated 
the subject of federal income taxation, 
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and touched lightly on patents, copy- 
rights and trade marks. The material 
has been confined strictly to questions 
that have been asked during the past 
ten vears covering the above mentioned 
subjects, and the authors’ answers 
thereto. The questions have been taken 
from examinations prepared by the 
New York State Certified Public Ac- 
countants Examining Board and the 
Board of Examiners of the American 
Institute of Accountants. 


The answers afforded are presented 
in clear, simple and unambiguous lan- 
guage, addressed directly to the point 
of the questions. They are intended as 
model answers which should satisfy 
any Board of Examiners as to the com- 
petency and basic familiarity of the 
candidate in the field of commercial 
law. The accountant and auditor is 
unable to perform adequately and com- 
pletely his function as recorder and re- 
viewer of business transactions, with- 
out some knowledge of the legal effect 
of the transactions in which his client 
has participated. Without such knowl- 
edge, no clear picture can be presented 
of the operating results or the financial 
Nor can the income be re- 
flected clearly for the purposes of the 
Internal Revenue Code, as required. 


positic yn. 


While it must be remembered, as has 
been stated frequently by the United 
States Supreme Court, that the legal 
effect and validity of agreements and 
transactions under local state law are 
not determinative of questions arising 
under the federal Revenue Acts, it is 
quite evident in most cases that a 
knowledge of local law is indispensable. 
Many of the answers given in the book 
are of general applicability, not only in 
the State of New York, but throughout 
the country, since they are based upon 
statutes of general application, such as 
the Uniform Negotiable Instruments 
Law, Uniform Partnership Act, Uni- 
form Sales and Conditional Sales Acts, 
National Bankruptcy Act and_ other 
widely-adopted statutes. For this rea- 
son, the book will have appeal, not only 
to local candidates who desire to be- 
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New 
York, but also to candidates through- 
out the country who take the examina- 
tions prepared and given by the Board 
of Examiners of the American Insti- 
tute of Accountants. 


come certified in the State of 


Possibly through no fault of the au- 
thors and because of the undue em- 
phasis found in previous Certified Pub- 
lic Accountant examinations, some of 
the subject matter treated has received 
a broader coverage than their relative 
importance warrants. For example, 
the subject of Sales (pp. 60 to 83) 
covers 24 pages of questions and an- 
swers, and contains 17 questions, 
whereas the subject of Bailments (pp. 
33 to 59) covers 27 pages of questions 
and answers, and contains 26 ques- 
tions. Similarly, the topics of Property 
(pp. 187 to 206) and Partnerships (pp. 
141 to 160) each require 20 pages, 
whereas Estates and Trusts (pp. 235 
to 255) and Taxation (pp. 256 to 276) 
each require 21 pages of text. This 
criticism, however, is directed quanti- 
tatively rather than qualitatively, since 
all the subjects treated appear to have 
been covered adequately. 


Like other volumes which are pre- 
sented solely in question and answer 
form, this book does not pretend to con- 
vey a comprehensive knowledge of each 
field of law which is considered. Im- 
portant phases or aspects of a subject 
that have not been included in previous 
examinations are not treated in this 
book, although they may well become 
the basis of questions in future exam- 
inations. However, since the book cov- 
ers the examinations given over the 
past ten vears, probably there is ade- 
quate coverage from the point of view 
of examination candidates. It is note- 
worthy, for example, that there have 
been included questions and answers on 
the subject of arbitration, which has 
become increasingly a field of impor- 
tance to the practicing accountant (pp. 
25 to 28). Also, the book gives recog- 
nition to the importance of the subject 
of Taxation. Here, some slight incon- 
sistencies might be noted. The authors 
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state (p. 256) that all questions in the 
chapter on Taxation are answered in 
accordance with the state of the law on 
March 1, 1948. However, some of the 
questions included relate specifically to 
the provisions of prior tax laws, such 
as the Revenue Acts of 1936 and 1938 
(pp. 260, 261, 264). Furthermore, in 
view of the important changes made by 
the Revenue Act of 1948, which be- 
came law April 2, 1948, it is unfortu- 
nate that the exigencies of printing and 
publishing required the use of the 
earlier date. Perhaps the authors will 
bring this phase of the book up to date 
in a future edition, 

The presentation of a complete ex- 
amination in commercial law (the No- 
vember, 1947, examination) in the ap- 
pendix is a good idea, as it enables a 
candidate to see the examination as a 
whole, and be prepared when he sits 
for the examination. 

The technical features of the book 
are good. The printing is clear and 
readable. The questions are stated in 
heavy type which facilitates reference 
thereto, in connection with the reading 
of the answers. There is sufficient 
white space to form a_ background 
which makes the book physically at- 
tractive. 

This book should find ready accept- 
ance among those who wish to review 
the commercial law part of the exami- 
nation given to candidates for a certifi- 
cate as a Certified Public Accountant. 


MEYER BERNSTEIN 
New York, N. Y. 


Auditing 

By Thomas W. Byrnes, K. Lanneau 

Baker and C. Aubrey Smith. RonALD 

Press, New York, N. Y., 1948. 

Pages: x + 738; $6.00. 

The authors have presented in this 
volume a practical treatment of audit- 
ing, with its present day techniques 
and procedures. 

The introductory chapters (1 through 
6) are used to describe the field of ac- 


1949 


countancy, its organization and prac- 
tice, the planning and beginning of an 
audit, internal control and related mat- 
ters. From chapters 7 to 27, each chap- 
ter is devoted to the audit of a balance 
sheet account or group of accounts, in- 
cluding major profit and loss items. 
Chapter 28 pertains to the auditor’s re- 
port and an illustrated detailed audit 
report of a manufacturing concern is 
presented. The figures used are taken 
from the audit worksheet and adjust- 
ments discussed in the previous two 
chapters. Chapter 29 discusses briefly 
special investigations, auditing tech- 
niques and standards. It includes in- 
vestigations for prospective acquisi- 
tions, sales or mergers, credit purposes, 
uncovering irregularities, fire or bur- 
glary losses and those made on behalf 
of stockholders. The final chapter sets 
forth the ethics, duties and responsibili- 
ties of an auditor. 


The text is well organized and well 
written and the treatment of the subject 
matter thorough. Each chapter is in- 
troduced by a brief digest of the pre- 
liminary considerations related to the 
item covered by the chapter, followed 
by an outline of audit procedure, and 
then a detailed explanation of each 
auditing step. In addition, there are 
short cases of actual auditing experi- 
ences illustrating the need and applica- 
tion of each step. A summary of the 
material facts completes the chapter. 
Whenever the subject matter dictates, 
references are made to the current bul- 
letins issued by the American Institute 
of Accountants. Throughout the text, 
there are ample forms, worksheets, 
letters of confirmation, schedules and 
other illustrative material necessary to 
aid in the understanding of auditing 
practices. At the end of the book, ade- 
quate problem material is provided for 
each chapter. 

This is a good textbook and students 
as well as practitioners will enjoy using 
this volume. 


WILLIAM REGENBAUM 
The City College of New York 
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Small Business—Its Place 
and Problems 
sy A. D. H. Kaplan, Toe McGraw- 
Hirt Book Company, Inc., New 
York, N. Y., 1948. Pages: xiv + 
A Research Study of the 
Economic Develop- 


2a S3.25. 
Committee for 
ment, 


In this volume, which is being widely 
circulated at the present time by the 
Committee for Economic Development, 
A. D. H. Kaplan develops a statistical 
and economic picture of contemporary 
American “small business” and presents 
a number of recommendations for the 
“from the 


strengthening of its position 
standpoint of general welfare” with the 
ybjective of “high production and high 


caatienent in a democratic society.” 

Although the number of small busi- 
nesses in the country today, per thou- 
sand of population, is as large as at any 
time in our history, small business's 
proportionate share of the nation’s busi- 
ness has fallen in the past decade. To 
counteract this tendency Dr. Kaplan 
makes three broad recommendations: 


1) Improve small business manage- 
ment through educational work by col- 
leges, trade associations, business or- 
ganizations, and manufacturers whose 
customers are small businessmen. Here 
he stresses the duty of accounting and 
advertising firms to develop “trust- 
worthy standards.” 

2) Overcome a major 
small business stability by increasing 
the flow of equity capital. Dr. Kaplan 
proposes the establishment of a system 
of ¢ apt tal banks whose stock would be 
purcha eat by commercial banks and 
individuals and groups seeking to ex- 
pand the business of their communities. 


obstacle to 


> 


3) Reform the present 
taxation so that 


nate against per 


system of 
it ceases to ‘‘discrimi- 


sons whose incomes are 


irregular’, as many small business in- 
comes are. Provision for the carry- 
forward of business losses should be 
extended from the prevailing two years 


to five years and a system of averaging 


Certified Public Accountant 


individual incomes ove 
introduced. 


a given period 


But these reforms are only half the 
story. As Dr. Kaplan concludes, “The 
willingness of individuals to risk their 
substance and their ability to meet ag- 
gressive competition are at least equally 
essential to support a going system of 
private enterprise.” 


KATHRYN SMUL ARNOW 


Committee on Public 
Administration Cases 
Washington, D.C. 


Accountants’ Index (Seventh Sup- 
plement) —A Bibliography of Ac- 
counting Literature. January, 1944 
—December, 1947, inclusive. 


AMERICAN INSTITUTE PUBLISHING 
Company, Inc., New York, N. Y., 
1948. Pages: 692; $12.00. 


Once again, Miss Helen M. John- 
stone, librarian of the American Insti- 
tute of Accountants, has produced the 
current supplement to this monumental 
work, whose first volume was produced 
in 1920. 

The names of the authors, subjects 
and titles of all significant books, pam- 
phlets and magazine articles relating to 
accounting and published in the Eng- 
lish language during the period em- 
braced in this Supplement, are tabu- 
lated in a single alphabetical listing, to- 
gether with information concerning the 
name of the publisher, the place and 
date of publication, and the number of 
pages. To find data on any subject, 
the reader may consult the index under 
the author’s name, the title of the work, 
or the partciular field under considera- 
tion. 

This remarkable tool of inquiry and 
research is a boon to all practitioners, 
authors and students of accountancy, 
and we are once again indebted to the 
Institute and to Miss Johnstone and her 
staff for this encyclopedic volume. 
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Depreciation Policy When 
Price Levels Change 

(A source book of published opinions 

and information) CONTROLLERSHIP 

FOUNDATION, INc., New York, 

N. Y., 1948. Pages: v + 85; $2.00. 

The formulation of policy regarding 
replacement versus original cost in fig- 
uring depreciation is complicated by 
rising costs, due to inflation, and by 
Treasury ceilings on allowable deduc- 
tions. In order to help each company 
adopt a depreciation policy best suited 
to its particular needs, the Foundation 
has compiled this source book, which 
contains all the available writings and 
speeches on this subject by business 
leaders, accountants, and economists. 
It also brings together, for the first 
time, case-history material on the de- 
preciation policies of many large cor- 
porations. 

Among the authorities contributing 
to the volume are: Carman G. Blough 
and Samuel J. Broad, who set forth the 
problem ; George Terborgh, E. Stewart 
Freeman and William Blackie, who 
outline various proposals for its solu- 
tion; Howard Greer and Eric Kohler, 
who state the argument for original 
James L. Dohr, W. A. Paton and 
George O. May, who do the same for 
replacement cost, and Henry E. Hansen 
and Francis R. Lusardi, who describe 
what industry is doing about the prob- 
lem. The book also includes 2a ac- 
count of the treatment of depr«ciation 
problems in England, by Sir Geoffrey 
Heyworth. An excellent bibliography 
on the subject is appended. 


er 
COST, 


Cost Problems of Today—and 
Tomorrow 
1948 Conference Proceedings of the 
NATIONAL ASSOCIATION OF CosT 
ACCOUNTANTS, New York, N. Y. 


vi+178; $2.00 (NACA 


Pages: 
$3.00 (non-members). 


members) or 

This interesting volume reports com- 
pletely the sessions of the Twenty-ninth 
International Cost Conference of the 
N.A.C.A., held in New York, N. Y., 
on June 21-23, 1948. The program 
thereof was devoted to a survey of 
probable future cost accounting devel- 
opments, such as those arising out 


of the current economic trend. It in- 
cluded the following papers: 
Price LEVEL CHANGES — A CHAL- 


LENGE TO ACCOUNTING 
The Effects of Price Level Changes 
on Financial Statements — Samuel 
J. Broad 
What is Accounting Accounting For 
—Now?—William Blackie 
Your BreEAK-EvEN Point — TopAy 
AND TOMORROW 
In the Distribution Field -—- John 
E. Hearst 
In Consumer Goods Manufacturing 
— James B. Fenner 
In Capital Goods Manufacturing — 
Myron W. Krueger 


Puttinc STANDARD Costs To WorRK 
Versatile Standard Costs Are A 
Reality — Clinton W. Bennett 
Let Us Put Standard Costs to Work 
— Panel Discussion 

LookInGc AHEAD FOR SALES VOLUME 

AND DISTRIBUTION METHODS 
Sales Forecasting—Can It Be Done? 
— Charles W. Moore 


Accounting As An Aid To A Sound 
Distribution Program — Howard C. 
Greer. 


GR, 
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tL fu untant 
¢ Lii Ft ( J dle ] 
/ | (sit to ft] / ze } i¢ Ni 
l to Ssu¢ Mr Ralph (; 
Ledl ests that the a rs’ di- 
esting of the law occasionall) results 
either a mis-statement of the law or 


nt confusing to the layman. 


As his pi Mr, Led- 


inci ipal e xample, 


ley quotes the footnote on page 299, 
which reads: 
“Tf the taxpaye r files a petition with the 
Tax Cou he can, if he wishes, pay the 
asserted ‘aeicioney at any time after the 


notice of deficiency. This 
interest on the defi 
retains juris- 


mailing of the 
stops the rut ining of 
ciency and the Tax Court still 
diction of the case.” 


Mr. Ledley 


ee Ee 


states that 

authors forget to state, or at 
that a payment of tax 
with the right to a Tax Court decision re- 
tained must be made not only after the 
mailing of a notice of deficiency, but also 
after the filing of the petition with the Tax 
Court.” 


least to make clear, 


The authors did not forget to make 
that statement and they believe Mr. 
Ledley’s correction is wrong. The 
authors realized that the question of 
when a taxpayer can pay a deficiency 
without losing Tax Court jurisdiction 
was not easy. They considered it 
ot neg however, by a special ruling 
letter dated January 19, 1948, signed 
by ‘an y Commissioner E. I. 
McLarney, addressed to Mr. Robert 
Ash and published in the Prentice-Hall 
Federal Tax Service. That Jetter which 
considers the oda of interest on 
overpayments quoted from Mr. Ash’s 
monograph, “Preparation and Trial of 
Tax Cases’, published by the Ameri- 
can Bar Association, Section of Taxa- 
tion, and the Practising Law Institute, 
as that monograph was revised by a 

plement dated January 2, 1948, as 
follows: 
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“At page forty-three of your monograph, 
‘Preparation and Trial of Tax Cases’, pub- 
lished by the American Bar Ass ciation, 
Section of Taxation and the Pr: 

Law Institute, you make the statement: 

‘After the notice of deficiency has been 
issued, the taxpayer, if he wishes, may pay 

deficiency _to the Collector, thus stop- 
ping the running of interest. By loin 


his r ights, as far as the appeal is cor 
will not be affected. In other words, 
Tax Court will retain jurisdiction’.” 





he ruling letter goes on to state: 

‘* * * it is held by this office that any 
payments of the tax proposed in the notice 
of the deficiency which were made after 
the mailing of the notice of deficiency and 


later determined to be excessive by The 
Tax Court of the United States will be 


regarded as refunds in respect to which 67% 
interest will be allowed from the date of 
payment.” 


It is clear that the Commissioner's 
ruling considered the problem of the 
time when payment of a deficiency can 
be made without the loss of Tax Court 


jurisdiction, since Mr. Ash’s original 
monograph had made the statement 
now made by Mr. Ledley that such 


payment can be made only after the 
petition is filed. The Commissioner, 
with both statements before him, 
adopted the revised statement con- 
tained in the supplement to Mr. Ash’s 
monograph that payment can be made 
at any time after the mailing of the 
notice of deficiency. 

The authors do not want to take 
space here to comment on the other 
criticisms made by Mr. Ledley in his 
review except to state that the omis- 
sions to which he refers were the result 


of the authors’ considered judgment 
and do not reflect either the date of 
publication or forgetfulness on the 
authors’ part. 

Very truly yours 


Joyce STANLEY 
RICHARD KILCULLEN 


New York, N. Y. 


January 


Correspondence 


In connection with Mr. Littleton’s 





ticle on ‘Inventory Disclosures” 
contained in the November, 1948, issue 
Phe New York Certified Public Ac- 
countant, | comment upon two of the 


matters therein discussed, namely, the 
cost or market and valuation 
reserves; in addition, I would like to 
raise another question, i.e., balanced 
inventory. 


lower of 


It is my opinion that the inclusion 
in the cost of sales of inventory at the 
lower of cost or market is improper for 
the reason that it distorts the gross 
profit amount and gives management 
incorrect information, and withholds 
from ownership the amount of the loss 
which may have resulted from injudi- 
cious purchases. It seems to me that 
inventories should be included in the 
operating statement at both the begin- 
ning and closing of the year at cost to 
arrive at the correct amount of cost of 
sales and gross profit. Any variation 
from cost to market value, where the 
latter is lower, is a deduction from the 
net income and when so ear-marked, 
has an important effect in determining 
to what extent the operating results 
compare with estimates. It has a fur- 
ther bearing upon determining the 
margin of gross profit in the pricing of 
merchandise. These are considerations 
with which the auditor should be con- 
cerned in determining the profit 
margin. 

There are two items in the balance 
sheet—inventories and capital assets— 
whose valuation depend upon the cur- 
rent price levels. This is a situation 
with which industry was not concerned 
to any great extent when the price level 
was fairly normal. However, it is a 
subject which requires careful consid- 
eration under economic con- 
ditions. 

Insofar as inventories are concerned, 
I believe that the change in the price 
level from 1941 to date, determined by 
the BLS (Bureau of Labor Statistics) 


present 


1949 


should be taken into account annually 
and adjusted through a charge to sur- 


plus. The purpose is to provide a 
cushion in the event of a drop in the 
price level to or near the period of nor- 


maicy. The cash position would thus 
be retained as corporate management 
would decide upon dividend policies, 
and other forms of ownership would 
consider withdrawals in the light of 
what may occur. The policy of provid- 
ing for a cushion would also influence 
management in considering its future 
purchase commitments in the light of 
conditions which presently may not be 
considered stable. 


I would not go so far as to say that 
such reserves should be allowed as a 
deduction for income tax purposes. If 
a particular year is taken as being nor- 
mal, I can conceive of inventories hav- 
ing a cost value which are higher than 
normal, and if this should occur the 
difference would be taxable income. 


The capital asset phase of the balance 
sheet shows costs at varying economic 
levels. There has been much discussion 
with respect to taking into account as a 
charge against income the cost of re- 
placement of facilities, and I have noted 
with approbation that the American 
Institute of Accountants is opposed 
thereto, This matter was the subject 
of much discussion immediately follow- 
ing World War I. The proponents of 
this treatment have not taken into ac- 
count that there was a desire by in- 
dustrialists during the early 30’s to 
write down the value of the capital 
assets to obtain a lower amount of de- 
preciation, thereby reducing losses or 
developing income. It was in 1920 that 
Castenholtz published a book on “Val- 
uation of Capital Assets” in which he 
suggested that assets be appraised an- 
nually and the difference between cost 
and appraisal adjusted through valua- 
tion reserve accounts. I see every rea- 
son why, if the principle of appraisal is 
sound—and all will agree that it is— 
that it should be taken into account in 
the valuation of capital assets without 
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disturbing the charge to income on the the quantities may not be disposed of 
theory of “useful life” within a reasonable time, the loss being 

In Littleton’s article, the question of | represented by the difference between 
“balanced inventory” has not been’ cost and selling price. If this is not 
aken into account. This, it seems to done, there should be a charge to sur- 
me, is important for the auditor as plus and a credit direct to the inventory 
asset to provide for the proper valua- 


unbalanced inventories may have a sig- 
nificant bearing upon the net worth. It tion of the inventory. 

is important that proper balances be Yours very truly 
tained in the inventory, and the we a? 
search for improper balances may re- 

quire a charge to income provided that New York, N. Y. 








CHARLES HECHT. 








AN ADIRONDACK VIEW 


Our 1949 Hopes for all of us are a bit more definite than the routine wishes for 
happy & pros] -w Year” which are printed on the greeting cards. We hope— 


it you don’t have too much prosperity, just a normal amount. Too much of 


erous € 
ap] rou 4 


ng can be just too bad 
2. That the mistakes you make will be mostly at the bridge table rather than at 
and that your bad shots will be on the golf course rather than on a 


re rt or a tax return 
it some bright young man (or old one, or perhaps a woman) will solve the 
nsolvable tax problem of a simple income tax system that is just and fair to all 
ixpayers in all Cases. 
4. That someone will solve some of our accounting problems, including replace- 


nent depreciation, by fixing up an accounting system based on the changing 

value of what used to be the good old U. S. dollar—and still is everywhere in 
rid except in the United States. 

ill realize that complex problems usually require complex answers; 


ill tile 


5. That folks wi 
you can’t get amoeba answers to rabbit problems. 


6. That the people in the world will do a bit more practicing in team play. If the 
lawyers and the accountants, this little church and that little church, the steve- 
dore and the freight manager, can’t work together for the common good, how 


Heaven's name can we expect the nations to do any uniting? 
Well, its a lot to expect—but we can hope, can’t we? 


Leonarp Hovcnron, C.P.A. 
Of the Adirondack “Chapter” 


7 January 
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Pension Plans 


Accounting for Annuity Costs 
Based on Past Services 


1. When costs incurred under pension plans 
are based in part on services performed prior 
to the adoption of the plan, the problem 
arises whether that portion of the costs which 
are attributable to such services are applica- 
ble to the past or to the present and future 

and, acc ea whether they should 
be charged to income. This bulletin deals 
with the accounting treatment of such costs 
arising eut of past services when incurred 
under pension plans involving payments to 
outside agencies such as insurance companies 
ind trustees. 


pe rl yds 


Z. The 
subje 


ment on thi 
the trend toward expan 


has undertaken a state- 
at this time because of 
sion of pension plans 
larger [ 


committee 


and mutch 
and mucnr 


to cover a wider group oft 
employees, often at substantially increased 
costs, and in order to narrow the area ot 


difference in the accounting treatment ac 


rded in actual practice to annuity costs 





based on past services. S¢ lf-administered and 
1iormal plans which do not require payments 
to outside agencies are not s pecifically dealt 
with bec aust their special features and 
principles set forth 


lack of uniformity. The 
herein, h } 
those plans as well 


rally applicable to 





wwever, art ge 


3. Charges with respect to pension costs 
based on past services have often been made 
to surplus on the grounds that such payments 
are indirectly compensation for services and, 
since the services upon which the payments 
are computed were performed in the past, the 
compensation should not be permitted to af- 


fect any period or periods other than those 
in which the services involved were per- 
formed. In other cases all annuity costs 


based on past services have been charged to 
income in the period of the plan’s inaugura- 
tion as a current cost of originating the plan. 
IRC Sec. 23 (p) (1) (A). 


* See 


1949 


In still other cases the position has been taken 
that a pension plan cannot bring the antici- 
pated benefits in the future unless past as 
well as future services are given recognition 
and, accordingly, annuity costs based on er 
services have been spread over a period of 
present and future years. The last method is 
the one permitted under provisions of the 
Internal Revenue Code.* 

4. The committee believes that, even 
though the calculation is based on past serv- 
ices, costs of annuities based on such services 
are generally incurred in contemplation of 
present and future services, not necessarily 
of the individual affected but of the organiza- 
tion as a whole and, therefore, should be 
charged to the present and future periods 
benefited. This belief is based on the assump- 
tion that although the ——— flowing from 
pension plans are intangible, they are never- 
theless real. The element of past services is 
one of the ioutateed considerations of most 
pie plans and costs incurred on account 
services contribute to the benefits 
gained by the adoption of a plan. It is usually 
expected that such benefits will include better 
employee morale, the removal ef superannu- 
ated employees from the payroll, and the 
attraction and retention of more desirable 
personnel, all of which should result in im- 
proved operations. 


5. The committee, 
opinion that: 


f such 


accordingly, is of the 


annuities based on past 
be allocated t to current and 


(a) Costs of 
should 








services 

future gerhecapek provided, however, that if 
they are not sufficiently material in amount 
to distort the results of operations in a 
single period, they may be absorbed in the 


current year. 
annuities based on past 


charged to surplus. 


(b) Costs of 
services should not be 

6. The committee does not intend that its 
recommendations shall require (a) a change 
in policy calling for charges to income rather 
than charges to reserves previously provided, 
or (b) that any recognition be given in the 
accounts of current or future periods to pen- 
sion costs written off prior to the issuance 
of this bulletin. 


The statement entitled “Pension Plans— 
Accounting for Annuity Costs Based on 
Past Services” was unanimously adopted 
by the twenty-one members of the com- 
mittee. 
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Accounting for Compensation in the 
Form of Stock Options 


Introduction 





oe uctice granting to officers and 
es options to purchase or sub- 

( hares of the corporation's capital 
ck been followed by a considerable 

1 i These options gen- 
cra i part of the corporation’s cost of 
the se cers and other employees, 
nd ld be accounted for as such. The 
i lved are sometimes substantial 


such costs trom 





1 ¢ or pora- 


















t < 5 
‘ S 
\\ 
its ¢ ( n ¢ ¢ the Situations 
ne i ents n erein are not ended 
to No ferent n is made in this 
let is to " r t comp ation 
Sal ements, in ve ind 
»] ¢ P ed to be d p 
n 
\ stock option involving compensation 
i i ut of an agreement between 
em] er corporation and an officer or 
the lovee (hereinafter referred to as the 
t iting that ata specified time 
during some determinable period, at the 
rrante lection, and usually upon the f 
fillme the intee of certain conditi 
the it vill issue shares of its ca 
toc] intee at a stated pric 
igre t usually contains provisions spe- 
e period of time, or conditions, if 
ist elapse or be met, before the 
t xercised, the time the option 
xpires, t price to be paid for the shares, 
ind circumstances relating to the 
‘ he option. It is recognized that 
stock 1 ay be granted pursuant to, or 





eve e absence of, an announced cor 
rate { y and without formal agreement. 
\ l 1 ase certa Nf yien 
ird n ent dat may 1 i 
t lu es recon € 





1 

two pril pat accounting problems 
+ + 1 

i ¢ stock 

t i Ss n 
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deemed to have accrued and (b) the manner 
in which it should be measured. Customarily, 
compensation is due upon performance of a 
service agreed upon. If compensation is paid 
in cash, the work is usually first performed 

ulated period. The charge accrues 
the pericd and payment falls due at 
1 of the period. In the case of com- 
ion paid in stock as a bonus at the end 
-iod, the amount of the compensation 
is not definitely determined until the end of 
the period. In such cases, the amount of the 
compensation would be the fair value of the 
bonus shares at the end of the period, al- 
though there might be a recording of esti- 


mated accrual during the period. 


: 
for a stip 
durin 
rie 


rie 






5. In the case of options to purchase 
shares, the time of accrual and the amount of 
the compensation are not always clear. There 
may be as many as four dates to be consid- 
ered: (a) the date of the option agreement, 
(b) the date when the option right becomes 
the property of the grantee, (c) the date on 
which the grantee may first exercise the op- 
tion, and (d) the date the option its exercised 
by the gr 





ntee. 


Date of Option Agreement 


an option of 
‘in states the 
ider wh ion will be issued. 
date of the agreement the services 
iplated usually have not been performed 
and no accountable obligation 
has been incurred by the corporation. Argu- 
ment has been advanced that the worth to 
he corporation of the right to receive the 
services of the grantee should be measured 
as of the date of the agreement on the ground 
that a corporation would not purchase serv- 
ices without knowing the price it must pay. 
This argument loses much of its force when 
it is noted that a corporation does not always 
know in advance its costs for all services, as 
when, for example, compensation is to be 
calculated as a profits. 


agreement to grant 
‘r dealt i 





conte 


by the grantee 


The 
committee, therefore, believes that the date 
of the agreement is not per se the date as of 
which the amount of compensation involved 
in the option should be measured. 


percentage ot 


Date Option Right Becomes the Property 
of the Grantee 


/. The 


committee believes the date on 
which the option right 


becomes the property 
1e proper date as of which 
f the option. Upon that 
all conditions pre- 
ig t ption, and the cor- 
poration then, has an unqualified obligation 


le agreement. i 







While this 


the date on 





t coincide with 


Mrst exercise his 





option, tl 


littee believes this date as ot 
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which the corporation should ordinarily meas- 


ure compensation resulting from the option 
agreement. It should be recognized that the 
date of the option agreement may coincide 


with the date at which the option right be- 


comes the property of the grantee. 


Date Grantee May First Exercise the 


Option 
8. The committee believes the date on 
which the grantee may first exercise the 
option is not the date as of which to measure 





he value of the option, unless that date hap- 
coincide with the date the option 
the property of the grantee. 
the date the grantee may first 
exercise the option differs trom the date on 
which it becomes his property in no way 
s the grantee’s right to the option nor 

t change in any way the corporation’s 
igation under the agreement. If this date 
follows the date on which the option right 


t 

pens to 
I becomes 
7 that 








becomes the propert of the grantee, it 
merely defers the time idan the grantee may 
exer the option. Such deferment could, 
however, affect the value of the option as 
f the date the option right becomes the prop- 


> grante 


The Date Exercised! 





9. The date when the option is exercised 
has been advocated as both the date of ac- 
crual and the time for measurement of the 
value of the option. Use of this date is sup- 
ported by two principal arguments. First, 

then will it be known whether or not 
the option will be exercised. Second, the 
value of the option to the grantee cannot be 


it, and since the 
the equivalent 


ses 


until he 
grantec 


] . : - 
aeterm!! exer 


should be 





value to the 





of the « pensation ap by the corporation, 
such cost should be determined as of the date 
the opti is exerc bead 

10. An effective answer to the arguments 
in the preceding paragraph is that the cor- 







the time of giving to the grantee 
right inherent in the option has 
valuable consi ideration for the 
rvices. If the grantee delays exer- 


> oF 


his unrestricted right, he is 
i If he does 





S own account. 

n ption, he is in the position 
made a contribution to the corpo- 
he extent of the consideration given 


form of the option. 





11. When property is given for services, 

t st se services \ nits be determined 

by r fair value or by the fair value of the 
De re nr P 

See A g R B No. 24, p. 


property given, whichever is the more clearly 
evident.2 While the market price of the 
shares will usually be an important factor 
and often the principal factor in determining 
fair value, métket value is not necessarily 
conclusive evidence. However, there is a pre- 
sumption that the value of the option should 
Me measured by deducting the price payable 
by the grantee from the fair value of the 
shares on the date the option right becomes 
the property of the grantee. The amount so 
determined should, in most cases, represent 
substantially what the corporation could have 
realized in excess of the option price by sale 
of the shares on that date. When the agree- 
ment contains provisions which defer the date 
when the option may first be exercised, or 
which prevent the option from being sold or 
transferred, the value of the option may be 
less. 
Other Considerations 


12. When treasury shares are used by the 
corporation to fulfill the option agreement, 
the compensation is be measured in the 
same way as if unissued shares had been used. 


13. The entry to be made on the books 
should be a charge against the income ac- 
count for the value of the option and a credit 
to an account similar to the account to which 
subscriptions for capital stock should be 
credited. If the period for which payment for 
services is being made by the issuance of the 
stock option is not specifically indicated in 
the agreement, the period over which the 
charge against income should be apportioned 
must be selected on the basis of the existing 
circumstances. 

14. Until the option is exercised or expires, 
the existence of such option agreements and 
-_ rights outstanding under such agreements 

should be disclosed with appropriate explana- 
tion in the corporation’s financial statements. 


The statement entitled “Accounting for 
Compensation in the Form of Stock Op- 
tions” was adopted by the assenting votes 
of nineteen members of the committee, of 
whom one, Mr Wellington, assented with 
qualification. Two members, Messrs. Him- 
melblau and Lindquist, dissented. 


Mr. Wellington assents to the bulletin but 
believes the value of the option, and the com- 
pensation, should be measured at the date of 
the option agreement, at which time he be- 
lieves there has been a meeting of minds as 
to value, rather than at the date the option 
right becomes the property of the grantee. 

Mr. Himmelblau dissents because he be- 
lieves the bulletin should require that, when- 
ever an employee fails to exercise his option, 





the credit should be to earned surplus as 
gnition of compen yf the date the option 
exceeds the amount € 
70 
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delivery of the optioned shares have been 
jects t performed, the option is no more than a com- 
to disting tween stoc mitment on the part of the grantor of the 


to tg “bargain purchases” option to deliver shares upon demand of the 

nded to be “compensation.’ grantee. In his opinion, to require an account- 

st dissents from the require- ing before the option is exercised, is to de- 

n accounting should be made be- mand the accounting of a transaction that 

is exercised. He believes that has not become, and may never become, 
icts up to and including the completed. 


NOTES 


present the con sidered opinion of at least two-thirds 
unting procedure, reached on a formal vote after 
* committee and the research department. Except in 
nstitute membership has been asked and secured, the 
gene ral acceptabi ity of opinions so re ached. (See 

edure to Council, dated September 18, 1939.) 
not intended to be retroactive, nor applicable 

3.) 

rules may be subject to exception; it is felt, 
ire from accepted procedures must be assumed 


lletin No. 1, page 3.) 
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